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PREFACE 


In our day insurance has taken on many forms but 
always serves the same purpose and is based funda- 
mentally upon the same principles. There is always 
a more or less undefined risk which is run, involving 
the possibility of loss uncertain either as to its occur- 
rence or the time of its occurrence, and against this 
there is protection thru a contract. In its essence, 
the contract is an agreement among a large number 
who are exposed to the risk to share the losses when 
they occur, thus lightening the burden on the individ- 
ual and making for all a fixed charge instead of a 
catastrophe for some. The risks are infinitely varied 
and new forms of insurance are constantly appearing. 

These risks affect business in the persons of those 
engaged in business and in the property dedicated to 
business purposes. Protection against both risks is 
more than a personal matter, it is a vital condition 
of successful business. 

It is the aim of the present Text to display the 
fundamental principles of insurance in general terms, 
and then to show these principles at work in the vari- 
ous fields in which insurance has been introduced. 

In the preparation of this volume Professor 
Mudgett has had the collaboration of a number of ex- 


perts. His chapters on lability and accident insur- 
\"f 
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ance, on fire insurance and marine insurance, have 
drawn largely upon material originally furnished to 
the Institute by Messrs. Michelbacher, Hardy and 
Huebner. Each of these gentlemen has examined 
the new manuscript of the present chapters in his 
special field and made suggestions relative to the 
treatment. The Institute joins with Professor 
Mudgett in acknowledging gratefully their aid and 
assistance. 
JOsEPH FRENCH JOHNSON 
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CHAPTER I 
RISK AND INSURANCE 


1. The nature of risk—Human activity is ordinar- 
ily directed to the attainment of a definite end or ob- 
ject but a multitude of circumstances may intervene 
to prevent the realization of a given purpose. Ina 
simple case a business man who expects to reach his 
office at 9.00 A. M. may be delayed by his train. 
More significant in its consequence to him would be 
the case in which he invests in a stock or bond, with 
the expectation of selling it at a premium of 10 per 
cent or of receiving from it an income in the form of 
dividend or interest, only to find that the security de- 
clines in price or that the corporation fails to earn or 
to pay the expected income. Again a man may set 
up in business for himself with the confident expecta- 
tion that in a few years he will prosper; and on the 
basis of this expectation he may marry, build a home 
and assume various other obligations the fulfilment 
of which will depend on the future of his business. 
Granted his ability to conduct the business success- 
fully, his efforts may fail thru death, thru the theft of 
funds by an employe, or even thru the failure of his 


bank. Illustrations might be continued indefinitely, 
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varying from the simple and relatively inconsequen- 
tial case of the delayed train to catastrophes that in- 
volve the whole future of an individual or bring last- 
ing ill-effects to an entire community. Thru them 
all runs the common principle that human activities, 
tho directed toward definite ends, are subject to many 
uncertainties. Particular results are expected but, 
thru unforseen occurrences, are not attained. 

It is these uncertainties in life, these possibilities 
that catastrophe or calamity may fall upon a partic- 
ular individual at an unexpected moment and prevent 
the carrying out of well laid plans that give rise to in- 
surance. It has often been said that insurance is a 
solution of the economic problem of risk. While the 
illustrations given above indicate something of the 
nature of risk, its meaning may be brought into 
clearer relief by certain distinctions between terms. 
A catastrophe or calamity is an accomplished fact 
with consequences that may be measured or defined. 
A risk, however, is not a catastrophe; it has no objec- 
tive existence, but is subjective, and denotes the 
uncertainty where or when or upon whom the catas- 
trophe may fall. This element of uncertainty ex- 
plains the essential nature of risk. 

This character may be further emphasized by not- 
ing the difference between risk and chance or proba- 
bility. If for example ten coins are thrown at a time, 
there is a probability of getting five heads. The 
uncertainty hes in whether five heads will appear in 
any single throw. In the long run, or on the average, 
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about five heads will result per throw of ten coins but | 
there is great uncertainty as to the exact result in a 
single trial. The principle here illustrated applies 
directly to the risks that are of social or economic con- 
sequence. ‘The facts may show for example that a 
fairly constant amount of property is lost by fire 
every year in the United States. This is a distinct 
social loss and may be so charged—in order to enjoy 
a given amount of goods we must produce a greater 
quantity, that which is enjoyed plus that which is 
burned. In this broad sense, there is no uncertainty 
involved in fire losses, but destruction by fire has a 
further, and probably a greater, significance. Legal 
title to this product, and therefore the right to its en- 
joyment, is held by various persons in the community 
who are the losers when destruction by fire takes 
place. They, as individuals, cannot set aside a small 
portion of their product to replace that destroyed 
since all that they have may be destroyed. The sig- 
nificant fact then lies not in the certainty that a given 
amount of destruction will occur in the United States, 
but in the uncertainty as to the amount of loss which 
will fall on particular individuals. 

2. The economic or financial aspect of risk.—Risks 
or uncertainties, as may be inferred from the illustra- 
tions given, may vary greatly in their consequences. 
The particular consequences which are of importance 
here and which have. brought about the development 
of insurance protection are those which in some way 
affect economic welfare. Catastrophes may occur or 
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uncertainties may exist, the outcome of which will in 
no way affect the financial status of individuals or the 
economic welfare of the community. ‘They may be 
ever so serious in their effect upon community life 
and equally so upon individuals but until they are in 
some way measurable in terms of income to the com- 
munity or to groups of individuals, a solution involv- 
ing the principles of insurance is not sought. The 
destruction of property by fire is of immediate con- 
cern to the owners of property, since such losses at 
once affect their incomes. They have therefore 
sought and have obtained the protection of insurance, 
and fire insurance organizations of various kinds op- 
erate thruout the civilized world today. 

Another instance, differing in some of its aspects, 
illustrates the economic characteristic of risk and its 
bearing on the development of insurance protection. 
The agitation which developed in the United States 
in the later ’90s and the first decade of the twentieth 
century regarding the effects of industrial accidents 
upon the injured individuals, their families and even- 
tually upon the welfare of the entire country led to 
the demand that the states should by legislative enact- 
ment furnish the protection of insurance to the vic- 
tims of industrial accidents. The movement spread 
rapidly, following the enactment of a workman’s com- 
pensation law in New York in 1910, until in a single 
decade all but four or five states in the union passed 
similar laws. 

3. The source of economic risk.—The uncertainties 
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connected with economic activity lie in the structure 
of our economic organization. Commodities or ser- 
vices are produced by individuals and offered in the 
market in exchange for other commodities or services 
that these individuals desire. The extent to which 
individuals are able, therefore, to supply their wants 
depends fundamentally on the things which they pro- 
duce or the services which they render. When aman 
ceases to produce it may mean the loss of income 
with which he purchases common necessaries of life. 
Thus the family, in a very important sense, is an eco- 
nomic organization. The ability of the parent to 
supply his children with economic goods and services 
and with the cultural and educational advantages of 
the community depends in no small degree on his in- 
come. Yet the uncertainties to which the parent 
may be exposed in the earning of this income may 
stand in the way of his fulfilment of these responsi- 
bilities to the child. The parental responsibility 
which is thus assumed can be fulfilled only in time 
and if death overtakes a man before the time for the 
rearing of children has elapsed, his responsibility can 
not be met directly. 

Not the family alone but organization for economic 
activity, or business organization, is to a large extent 
individual. Single business men or partnerships or 
small establishments are still the common order of 
things in many trades and businesses. Like families, 
they are exposed to many uncertainties, generally be- 
cause of the very fact that the scope of their opera- 
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tions is small. Because of its great size, only a small 
element of uncertainty is involved in the fire losses 
of a transcontinental railroad corporation, but to the 
small retail grocer the fire hazard presents a real risk 
that may be his complete undoing unless he has the 
protection of insurance. 

The growth of corporate organizations in some in- 
dustrial fields and the accompanying increase in the 
size of the business unit has not in all cases decreased 
risk; in some respects the contrary has occurred. 
With the change of methods of production from the 
domestic system to the modern, highly organized fac- 
tory, a speculative factor that is entirely new has been 
introduced into business affairs. The productive 
process has been lengthened, the trade area has been 
enlarged and production has become in many in- 
stances a matter of making goods to satisfy future ex- 
pected wants. The craftsman of an earlier economic 
period made goods to fill definite orders; the captain 
of industry today guesses the market which will exist 
three months, six months or a year hence and makes 
his goods in advance to supply this demand when it 
arises. In so doing he may make many mistakes as 
the alternate periods of prosperity and depression 
indicate. 

The increasing size of industrial establishments or 
of groups of industrial activities operated under a 
unified control has thus lessened some risks and 
brought others in their place. The growing ten- 
dency to combination among industrial corporations 
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rests in large part on the desire to reduce the specu- 
lative risks here discussed. Monopolistic control or 
the development of understandings between a few 
large concerns tends to do away with the ruinous 
competition which is the dangerous element in such 
speculative industry. In a broad discussion of eco- 
nomic risks, therefore, and of methods of reducing 
or eliminating them, industrial combination should 
take its place beside insurance. 

4. The consequences of risk.—One characteristic 
feature in the development of insurance protection is 
directly related to the incidence of uncertain losses. 
Where those exposed to loss are in a position to de- 
mand effective protection and to make a reasonable 
payment, in the form of an insurance premium, for 
that protection, insurance organizations are devel- 
oped readily in response to such a demand. Where 
the demand can not be made effective thru the offer of 
a reasonable premium, the coverage of uncertain 
losses develops much more slowly—as a rule, only 
thru the affirmative action of the state. If social 
welfare is adversely affected thru the incidence of un- 
certain losses upon particular individuals or groups in 
society, and these groups are not in a position to de- 
mand and pay for insurance protection, the state 
may, by legislation, force the establishment of such 
protection. The forces which brought about the 
development of two types of insurance in the United 
States, fire insurance and workmen’s compensation 
insurance, illustrate the contrast here presented. 
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5. Classification of economic risks —The extent to 
which insurance has been developed to deal with spe- 
cific risk problems is partially indicated by the follow- 
ing two-fold classification: 


A. Risks to persons 

. Death 

. Accident 

. Sickness 
Invalidity 
Unemployment 


Old age 
B. Risks to property 
Fire 


Marine 

Burglary and theft 
Explosion 
Negligence 

Hail and windstorm 
Accident 

Defective legal titles 


aoe ON 


oe ek lcs ps SS am 


The subdivisions of these two classes represent, in 
each case, a specific type of catastrophe, the occur- 
rence of which may in some way affect the economic 
status of individuals and for protection against which 
various types of insurance organizations are now in 
operation. ‘These two classes, risks to persons and 
risks to property, do not however, exhaust the possi- 
bilities of insurance, nor do they afford a complete 
list of the instances in which the principle.of insurance 
has actually been applied. 

A further classification, which includes the two 
above given but which is broader than either, distin- 
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guishes between different types of risks to business 
enterprise. ‘They may be subdivided in various ways 
but for purpose of showing the possibility of dealing 
with them by means of insurance the following is 
most appropriate: 
A. Personal and property risks 
(Include risks shown in classification above) 
B. Speculative risks, due to 
1. Changes in wants 
2. Changes in methods of production 

In meeting the problems of speculative business 
risks, less use has been made of the principle of in- 
surance than in the two classes first given. In some 
cases other methods have been found and in others 
the problem is still unsolved. Credit insurance might 
be considered an instance of the application of insur- 
ance to speculative risks. The most important case, 
both because of the magnitude of risk and because of 
the scope of its operations, lies in the field of specu- 
lation; for speculation, as will be seen later, is an ap- 
plication of insurance principles to the problem of 
economic risk. 

6. The solution of the risk problen—risk control.— 
The economic problem of risk, which has been dis- 
cussed in the previous section, can be solved in one or 
both of two ways: (a) by control of the risk, resulting 
in a reduction of actual losses; or (b) by insurance, 
or a distribution of uncertain losses and a reduction 
of the uncertainty. The two methods are not exclu- 
sive but interdependent. It will be found that in 
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many cases they operate side by side, that the organi- 
zation or agency which carries the insurance attempts 
at the same time to control and reduce hazards. 
Since the two solutions are, however, distinct in prin- 
ciple, general principles of each must be considered 
separately. 

7. Risk control or conservation.—The conservation 
movement, so-called, received a great impetus in the 
United States some ten or fifteen years ago. Before 
that time efforts at conservation had been made piece- 
meal in various fields but the attention of the nation 
as a whole had not been concentrated upon the wastes 
and losses of human effort or of material resources. 
Such phrases as “conservation of life” and “conserva- 
tion of natural resources” became catch words of 
everyday discourse. Altho much has been accom- 
plished, much remains yet to be done. This propa- 
ganda probably brought to many people their first 
appreciation of the great losses involved in many eco- 
nomic risks, yet conservation or risk control had been 
developing for a long time and important results had 
been accomplished in many fields. Some indication 
of the extent to which control methods have been de- 
veloped in some fields of economic risk will be given 
in this section, while the methods and results in other 
fields will be indicated more fully in connection with 
the discussion of particular kinds of insurance. 

The prevention of losses is closely associated with 
insurance since no money indemnity can fully com- 
pensate for a loss. Even in those forms of insurance 
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where the coverage has been made most nearly com- 
plete it has been found desirable or necessary to re- 
strict the indemnity to a figure somewhat less than the 
actual loss. The value of property destroyed by fire 
may be replaced and yet the insured may suffer a 
great deal thru the cessation of his business operations 
and the loss of trade, which are consequences of the 
fire. ‘The community also suffers a loss thru the de- 
struction of property and impairment of productive 
capacity. The individual exposed to risk is inter- 
ested in risk control because it reduces his costs, it 
obviates losses against which he can not obtain pro- 
tection, and it lowers the premium charge which he 
must pay for insurance; the interest of the state 
arises from the harmful effects of losses upon the 
public welfare. 

8. Conservation and property risks —The greatest 
progress in controlling property risks has probably 
occurred: in the field of fire prevention, or fire insur- 
ance engineering, as it is now called. Inspection serv- 
ices in individual business establishments and by the 
officials of a few cities help to remove some of the 
causes which start fires; a considerable movement has 
begun in the way of educating the public and prop- 
erty owners as to the causes of fires; fire prevention 
week is a regular annual event in many places; fire 
drills take place in schools and factories. Standards 
of building construction for the purpose of checking 
and resisting fire have been established and conditions 
existing in many localities have been improved. Fire 
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extinguishing and _ notification facilities have been 
perfected in recent years and their use greatly ex- 
tended. While all of these factors have contributed 
greatly to decrease fire losses there still occurs an 
appalling destruction of property by fire that totals 
several hundred million dollars in value annually. 

The steam boiler explosion hazard offers an illus- 
tration in which efforts at conservation and preven- 
tion of property destruction are closely associated 
with the insurance of the risk. When steam boiler 
insurance was first attempted the plan was deliber- 
ately undertaken, by a careful inspection service on 
the part of the insurance companies, to prevent every 
boiler explosion that could possibly be prevented and 
to insure the few cases that were certain to occur de- 
spite inspection. 

Other cases of conservation occur in the field of 
property risks to which more detailed attention is 
given later. In some cases the assistance of: the law, 
common or statutory, is utilized to make conserva- 
tion measures effective, in other cases cooperative ac-_ 
tion on the part of interested property owners, in- 
surance companies or the state accomplishes this pur- 
pose. 

9. Conservation and personal risks——What is 
known as the conservation “movement” emphasized 
particularly the conservation of life. Piecemeal ef- 
forts in this direction by city, state and federal public 
health authorities had been made long since, but no 
concerted national attention had been given to the 
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problem and the public seemed to be unaware of the 
effects of illness, disease, and premature death on the 
population. Insistent propaganda in special fields, 
as that against tuberculosis, has brought noteworthy 
results but this is still a partial and not a general ef- 
fort to solve the problem. In recent years a few life 
insurance companies have established a service where- 
by their policyholders may obtain yearly a free medi- 
cal examination. The few results which have been 
published indicate that the mortality savings thus 
effected much more than pay the cost of the service. 
The plan has not been developed broadly and there 
is still no such thing as a fully aroused and intelligent 
public interest in the United States on the question of 
life and health conservation. 

More significant from the viewpoint both of results 
and of methods have been the developments of the 
last ten years in the field of accident prevention. 
Comparatively little was done in the way of accident 
prevention before the coming of workmen’s compen- 
sation. ‘There were indeed factory inspection laws, 
many of them dead letters, and there was some at- 
tempt in the more progressive industrial states to deal 
with the problem of industrial accidents from a pre- 
vention standpoint. But the coming of workmen’s 
compensation threatened to place upon industry a 
possible heavy burden of accident cost which must 
surely have been reflected in insurance of premiums 
paid by employers; hence there arose at once a de- 
mand from them for the prevention of accidents and 
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a reduction of costs thereby. The history of the last 
ten or fifteen years has been one of decided progress. 
The insurance companies have taken up accident pre- 
vention, the states have become more efficient in this 
work because they have had an aroused public opinion 
behind them, and employers have combined and co- 
operated in a great many ways to bring about a re- 
duction of accidents. So rapidly has our knowledge 
of accident prevention methods been advanced that 
one of the foremost safety experts in the country has 
in recent years declared it to be a thoroly established 
fact that eighty per cent of the accidents in industry 
are preventable. 

The remaining field of personal risk, where preven- 
tion methods are greatly needed and where very little 
has been accomplished to date, is that of unemploy- 
ment. The analogy of accident prevention leads to 
the conclusion that the prevention of unemployment. 
as of other serious economic losses and wastes, will 
proceed with great strides only when the problem is 
considered in connection with insurance, and when 
there has come to be recognized a more thorogoing 
community responsibility for these risks. Given this 
recognition and a clear agreement as to where to 
assess the cost in the first instance, those who must 
first bear the burden of cost will no doubt organize 
preventive methods. 

It is coming to be generally recognized now that 
the prevention of unemployment involves a funda- 
mental diagnosis and thorogoing remedies. The 
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problem is closely related to the business cycle and 
the eventual solution will probably come only if 
means can be found of dealing in a much more funda- 
mental way with the business cycle. 

10. Conservation and risks to business enter prise.— 
Speculative business risks offer few instances in 
which the method of insurance has been used to solve 
the risk problem. Except thru the development of 
speculative and future trading it is probable that in- 
surance can not be used in any thorogoing solution. 
Here again we are dealing with problems of the busi- 
ness cycle and, if remedies are possible, it is evident 
that they must be fundamental. Methods of conser- 
vation or of prevention have not gone far as yet and 
to find the successful method of approach is one of 
the great tasks before the economists and business 
men of today. 

11. Insurance as a solution of the risk problem— 
nature of insurance-—The complete solution of the 
economie problem of risk involves both the method of 
risk control discussed above and that of insurance 
‘which occupies the remainder of this chapter. The 
former seeks to reduce the actual frequency and se- 
verity of losses that occur, and it is a fundamental 
and far-reaching solution. Some types of economic 
catastrophe, however, can never be done away with 
entirely and, in our imperfect world, others never will 
be; hence risk control becomes after all only a lim- 
ited solution. Uncertain losses will occur, and will 


fall with fatal result upon individuals unless some 
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method is found for alleviating their effects. The 
method of insurance distributes among a large group 
of persons the uncertain losses which fall upon the 
individual members of the group, distributing them 
in such manner that the share of each in the payment 
for such uncertain losses is relatively small, relatively 
stable in amount from time to time, and is not an im- 
possible economic burden. Insurance is, therefore, 
ordinarily defined in the text books as a method of 
distributing losses and eliminating uncertainty. The 
statement points to two essential characteristics of 
insurance, one objective, the other subjective, which 
have made it such a valuable social institution. 

The objective aspect of distributing losses is illus- 
trated in the case of fire losses among property own- 
ers, few of whose properties burn, and where the los- 
ses of these few are distributed among all those who 
may be exposed to fire loss. Subjectively con- 
sidered, insurance eliminates not the uncertainty as 
to whose property will be burned, but the uncer- 
tainty whether the financial Joss from the destruction 
of particular properties will fall heavily, or even fa- 
tally, upon their owners. Men carry on their eco- 
nomic activities as individuals and their economic 
success is conditioned upon purchases and sales in 
competitive markets that do not permit large mar- 
gins for catastrophic losses that come infrequently. 
If then the uncertainty as to the actual items of 
property which will burn may be associated with a 
certainty that the financial loss will be carried, not 
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individually, but by the group of all interested 
property owners, business men and property owners 
are placed in that subjective attitude where they will 
engage in business ventures and in the ownership of 
property, and the whole society benefits therefrom. 

12. Scientific basis of insurance—the theory of 
probability—The presuppositions of the previous 
paragraph are that uncertainties to the individual can 
be made certainties for the group. ‘Tho it can not be 
known whether a particular property will be burned 
there is a reasonable certainty that about the same 
proportion of all property exposed io fire will be 
burned in a given year. Upon the validity of this as- 
sumption rests the whole science of insurance. It 
is based upon the mathematical theory of prob- 
abilities, the latter founded on the notion that every 
event is an effect for which there is some antecedent 
cause or complex of causes. In social or economic 
relations these causes are too numerous and _ too 
complex ever to be traced in detail, but for the pur- 
pose of insurance, it is not necessary to know causes, 
so long as the effects are sufficiently regular in 
character. 

13. Application of this principle to economic 
risks.—By the collection of data on the frequency 
and magnitude of uncertain losses in the past and by 
the use of such data to measure or estimate the fre- 
quency with which such losses will occur in the future 
the principles of probability can be applied to 
economic risks. If, for instance, observation of 
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past experience has shown repeatedly that about 
ten persons die each year among one thousand ex- 
posed to death, this ratio of ten per thousand can be 
used as an estimate of the frequency with which 
deaths will occur in the future among persons 
similarly situated. 

In order, however, that this method of estimating 
future uncertain events may be utilized with the 
accuracy necessary for practical application to 
economic risks certain conditions must be fulfilled. 
In the first place the data must be accurate. ‘The 
figures which represent the frequency of occurrence 
of a given event must be a fair measure of the phe- 
nomenon in question. For instance there have been 
in the past many estimates or guesses of the amount 
of unemployment existing at particular times in 
given localities. Such estimates would be a danger- 
ous measure of the magnitude of unemployment, for 
insurance purposes, if they contained a wide margin 
of error and if the actual volume of unemployment 
differed from them by a large amount. Figures 
showing the number of registered deaths in a com- 
munity would likewise be unsafe for insurance pur- 
poses if the registration returns failed to include 
any considerable portion of the deaths. Insurance 
plans have, it is true, been established without a pre- 
liminary and satisfactory measure of the risk in- 
volved, but they are based on judgment, which may 
be more or less unsound. If such plans have often 
turned out to be financially sound it has generally 
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been because the rates of premium were very high. 
It would hardly be fair to say that no insurance sys- 
tem was ever established on a sound basis without’ 
this accurate measure of the occurrence of the 
phenomenon in the past, but there is no doubt that 
the tendency is to get away as rapidly as possible 
from estimates and judgment and to base insurance 
on statistical measures of risk in the past. The ex- 
tent to which risk has been measured statistically in 
various fields of insurance will be considered in 
greater detail in the later sections of this ‘Text. 

A second condition to be fulfilled by scientific 
insurance is that past and future shall be essentially 
alike. If death rates have been calculated which 
form an accurate measure of the frequency with 
which deaths occurred in the past they will be a true 
measure of future death occurrence just insofar as 
the conditions which produced death in the past 
are similar to those which will operate in the future. 
Should a great improvement take place in sanitary 
conditions between the date when the first facts in 
question were collected and the period to be covered 
by the insurance, the rates charged for life insurance 
on this basis will show a surplus income over needs, 
and the insurance company will be safe even with its 
incorrect measure of mortality; but if, on the other 
hand the measure of mortality used has made no pro- 
vision for possible serious epidemics and the period 
covered by the insurance is visited by a serious in- 
fluenza outbreak, for example, this fact may work 
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havoc with the finances of the company. ‘The illus- 
tration is significant, for it has been generally be- 
lieved that the day of ravages from epidemic diseases 
was past. But the experience with influenza during 
1918 showed that such is not the case; and while 
no well-established life insurance company became 
bankrupt as a result of these deaths, many suffered 
considerable financial loss. 

The third condition which is basic to the correct 
estimation of future uncertain events is generally 
called, in insurance terminology, the law of average 
or; by statisticians, the law of large numbers. Its 
importance lies in the fact, that any measure of the 
frequency with which future uncertain events will 
happen is always based on sample data. We are 
not able to investigate the entire population. 
Having obtained a correct measure of mortality in 
the state of New York it is not known that this is 
exactly true for the entire United States. In a 
simpler and more familiar case, ten coins are tossed 
and eight fall with heads uppermost, but this is not 
a measure of the true probability of obtaining heads. 
Any one can try the coin-tossing experiment in a 
few minutes and will find with repeated tosses of 
ten coins that results may be obtained varying all the 
way from one or two or even no heads, to eight, nine 
or ten heads per trial. If, however, the number 
of coins per trial be increased to one hundred, the 
variations in the number of heads per trial is not so 
great, relatively, as with ten coins., There is no 
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great probability, nay almost an impossibility, of ob- 
taining as many as eighty heads per toss of one 
hundred coins. The results for different trials of 
one hundred coins are more likely to vary somewhere 
between forty-five and fifty-five heads per trial. In 
other words, as the number of cases involved is in- 
creased, or, in insurance parlance, as the exposure 
is increased, the variation between the actual results 
and the true ultimate probability decreases. 

The application of this principle to insurance 
against uncertain events is direct and its implica- 
tions are easily seen. An insurance company can 
not insure a single $1000 house against fire for a 
premium of say $5, which will measure the average 
rate at which such houses burn, for if this one house 
burns, the company is out $995. It might easily 
insure 10,000 such houses, knowing that the variation 
between actual and expected losses among so large 
a number of properties is very small indeed; and the 
$5 charged for insurance would be large enough to 
cover the maximum variation to be expected. 

One of the most difficult problems of underwriting 
is that of obtaining dependable-averages in the ex- 
perience of a company. Any statistical measure 
of possible future losses is necessarily based on the 
facts of the past and there is never complete 
similarity of past and future. Nor are the data col- 
lected ever completely accurate; there will, therefore, 
always be variation in the loss ratios of a company. 
The premium for insurance must cover the possible 
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variations which come from the limitations of ex- 
posure. That is, inaccuracy and lack of similarity 
of data will produce some variations in losses, while 
the number of insured risks will produce still others, 
the latter being greater in proportion as the number 
of risks is smaller. Furthermore, in its attempts to 
secure dependable averages, the company finds it 
necessary to classify risks into groups which are 
similar within themselves and to estimate its loss ex- 
perience for each group separately. Thus without 
this separation into like classes a company might 
be insuring dwelling houses and factories against fire 
at a uniform rate of premium and might be making 
a fair profit on the total business, whereas the separa- 
tion of this business into its component parts might 
show a large profit on the dwelling risks and a loss 
on the factories. This analysis would indicate the 
desirability of a readjustment of premium charges 
on the two classes of risks. 

The dependable averages so necessary in the 
insurance company’s business may be obtained by 
a space distribution or by distribution in time. 
Stability of loss experience may be sought first, thru 
distributing risks over a large area geographically, 
but if this method fails to attain its purpose, the 
company must set its rates at a point where there 
will be a surplus from the premium income of favor- 
able years to care for the losses of unfavorable years. 
This method is used by successful fire insurance 
companies. 
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14. The rating function—In the operation of 
a system of insurance two functions require an ap- 
plication of the laws of probability, the rating func- 
tion and the insuring or underwriting function. 
The purpose of the first is to establish a system of 
rates to be charged to the insured for carrying his 
burden of risk, that is for transferring from him to 
the insuring agency the liability for financial losses 
associated with the occurrence of uncertain events. 
A satisfactory rating system must evidently be ad- 
equate and equitable. 

Adequacy is a prime essential, for unless the pre- 
mium charged for insurance furnishes the insuring 
agency with income sufficient to pay all losses and 
all expenses of administration the whole structure 
breaks down and insurance is not what it has been 
defined to be—a means of distributing the unex- 
pected losses of the few among the many exposed to ° 
such losses and the substitution thereby of certainty 
for uncertainty. This condition of adequacy of 
rates emphasizes the fundamentally mutual character 
of insurance. If one thousand house owners are 
exposed to fire loss and they know that one house 
in one hundred will probably be burned every year, 
or ten houses for the group, and if every house is 
worth $9,000, we have in simplest outlines the es- 
sentials of insurance and of an adequate system of 
rates. It is understood, of course, that each of the 
one thousand owners is equally exposed to fire loss 
and it can not be known in the beginning whose 
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houses will be destroyed. But the facts show that 
$90,000 worth of property will be burned during the 
year. If now, in order to collect and distribute this 
amount among those whose properties shall have 
burned during the year it requires a further ex- 
penditure of $10,000, the total amount to be collected 
from the entire group of property owners will be 
$100,000, or from each owner $100. Since fire in- 
surance premiums are usually quoted at so much per 
$100 of liability assumed, the rate in this case will 
be, at $100 premium for a $9000 house, $1.11 ap- 
proximately. The test of adequacy in rates is thus 
easily stated in the terms of this illustration. If less 
than $1.11 per $100 insurance is collected the in- 
surance fund is insufficient at the end of the year to 
pay expenses and losses and the whole system breaks 
down. 

Second only to the requirement of adequacy is that 
of equity in rates. The actual work-a-day world is 
not described in the above illustration for not all 
houses are worth the same amount, nor are they all 
equally subject to destruction by fire. Thus one 
house may be of wood construction, while another is 
of concrete; one building may be inspected for fire 
possibilities, have watchmen, a fire alarm system 
and fire-fighting and extinguishing equipment, while 
others have none of these. To be equitable, in- 
surance rates should measure the contribution of like 
properties to the total fire loss; hence they vary with 
the varying possibility of loss among different types 
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of property. Differentiation of risks thru their 
classification into more and more similar sub-groups 
is therefore necessary to bring about equity in in- 
surance rate-making. The extent to which such 
differentiation and risk-classification can be carried is 
limited by the law of average. Each such sub-group 
or classification must be large enough to bring about 
the stability of losses due to large numbers. 

15. The imsuring, or underwriting function.— 
When problems of rate-making are settled, the busi- 
ness of insurance is not established nor is there a 
guarantee that the requirements of our definition are 
met. Rates may be quite adequate and yet the insur- 
ance plan be defective. The essential requirement of 
the insurance company as underwriter is to guarantee 
that the losses for which it is liable shall always 
approximate closely the probable losses on which 
its premium rates are based. Wide variation be- 
tween expected and actual losses threatens the sol- 
vency of the company, that is, the ability of the mu- 
tual insurance fund created from premiums to pay 
losses which actually accrue. Most premium rates in 
fire insurance, for example, contain a small charge 
for conflagration losses, since past experience has 
shown that large cities are subject to sweeping con- 
flagrations from time to time. A company which 
selects all its risks in a city subject to such conflagra- 
tions may subject itself to unusually heavy losses that 
can not be met from premiums. Here again, we are 
met by the problem of producing average results in 
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loss experience, of reducing to a minumum the varia- 
tion between actual and expected losses. ‘The prob- 
lem is solved in any field of risk by combination of a 
large number of risks (individual subjects of insur- 
ance) and furthermore in many cases by a distribu- 
tion of risks geographically or in time. In fire insur- 
ance, both are necessary. ‘The company may select 
for insurance only a limited number of properties in 
a given conflagration area, the limits being dependent 
on the size of the company and being controlled.by its 
loss experience. But even geographical distribution 
is inadequate and the fire insurance company must 
therefore accumulate a surplus from which unusual 
losses in given years are paid. The function of the 
surplus is just this, to bring a balance between years 
of heavy and of light losses. 

Variations in loss ratios of the most dangerous sort 
are brought about by a failure to perform properly 
the underwriting function, that is, the proper distri- 
bution of risks. Variations which may threaten the 
solvency of the company may occur, however, for 
other reasons; the management may be carrying the 
business more with a view to profits than to the per- 
formance of the insurance function, rates may be 
inadequate or variations in hazard may occur which 
are entirely unusual and could not have been ac- 
counted for in the experience used in a basis for rate- 
making. For the latter reason in particular it is 
necessary in nearly all cases that rates contain a mar- 
gin of safety above the amount necessary to cover 


RISK AND INSURANCE 27 


estimated expenses and losses measured by past 
experience. 

16. The insurance carrier—The previous discus- 
sion has referred in many instances to the insurance 
company as the organization which makes the rates, 
collects premiums from the insured and pays losses to 
the insured. The general view is that this company 
is distinct and separate from those which insure. If 
proper consideration be given to the true functional 
relationship of the company to the insured this con- 
ception is wrong since it neglects to emphasize the 
mutual character of the insurance fund. The com- 
pany, after all, is only a formal organization or a 
structure, thru which the various members insure one 
another. The premiums from which uncertain losses 
are paid come from the whole group insured and are 
returned to those suffering unexpected loss. ‘The 
“company” therefore functions merely as a go- 
between or administrative agency. ‘The more tech- 
nical but more accurately descriptive term for this 
agency is the insurance carrier, or that organization 
which, in a sense, carries the composite risk of the 
group. The term is advisable, furthermore, because 
it is of broader significance than “company,” the lat- 
ter being associated, in most minds, with a corporate 
form of organization, while there are many agencies 
performing the insurance function in an acceptable 
manner which are not corporations. 

While the mutual character of the insurance fund 
is always to be emphasized, it is necessary when the 
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actual operation of the insurance carrier is being con- 
sidered that it be viewed in some respects as a distinct 
and formal organization dealing with its policy- 
holders. That various policyholders may have a rea- 
sonable guarantee of realizing their expectations un- 
der the insurance plan, their rights and obligations 
must be set forth in a formal contract between each 
insured and the company. ‘Two general principles 
of law have been evolved with reference to this con- 
tract and they are applicable with only minor modifi- 
cations in all fields of insurance—the insurance policy 
is a personal contract and it is a contract for indem- 
nity. 

The significance of the former lies in the fact that 
the insurance carrier promises reimbursement to a 
particular person in case a given loss occurs. To 
illustrate, a policy may relate to the loss of property 
thru fire but it protects a given individual, on the 
theory that the risk of loss is determined in part by 
the character of the person who seeks insurance pro- 
tection. A transfer of the policy, tho covering the 
same property, to another individual, in case the 
property changes hands, can be effected only by con- 
sent of the insurance carrier. 

The contract, furthermore, is one of indemnity. 
It purports merely to replace the actual financial loss 
sustained. It follows that the insured must have an 
insurable interest in the subject of insurance, or such 
an interest that the occurrence of the event insured 
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against will bring to him financial loss. So-called 
wager contracts are made but are not supportable in 
a court of law. 


REVIEW 


Distinguish between catastrophe, risk, and chance. 

Discuss the relation of industrial combination to risk. 

Classify economic risks. 

Describe the effect of the workman’s compensation movement 
upon accidents. 

State the two main purposes of insurance. 

Show how the theory of probability is applied to economic 
risks. 

Give the essentials of a satisfactory rating system. 


Note: The reviews thruout this Volume are for the personal con- 
venience of the reader in testing his understanding of the chapter. 
It is not necessary or desirable for subscribers to submit written 
answers to the Institute except in a case where they may feel uncer- 
tain as to their grasp of the question under consideration. 


CHAPTER II 
THE LIFE RISKS 


1. Risks of the individual.—Both business life and 
family life are measured in terms of income, or of the 
ability of some individual to produce income. ‘They 
are wholly self dependent individual units which 
themselves bear the responsibility for their success 
or failure. Anything which causes an interruption 
of the service or the income of such individuals brings 
a failure to satisfy this responsibility and consequent 
loss upon particular members of society. 

The assumption of responsibility carries with it the 
hope of realization. Failure may be due to personal 
shortcomings—the lack of ability, the lack of enter- 
prise, or the like—or it may come from circumstances 
which the individual cannot control and which are 
by nature unforeseen or unforeseeable. Thus a 
family may suffer thru the desertion of the father 
who thus fails to provide the income to rear his chil- 
dren. In such a case society may deal with him 
directly and make him accountable, tho this may be 
a poor solution of the problem of care for his family. 
If the father is killed in industry or contracts an oc- 
cupational disease which disables him permanently, 


the family suffers, as in the previous instance, by dep- 
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rivation of income, but responsibility is not assess- 
able as before. Again his savings of years may be 
lost and he or his wife left dependent in old age; his 
home may burn or be destroyed by earthquake or 
windstorm, or property may be stolen. Losses such 
as these fall heavily upon the individual or his de- 
pendents unless thru insurance they are protected 
against them. Insurance institutions are a response 
to the demand of individuals for protection against 
these unavoidable catastrophes. 

2 The life risks—tLaife insurance deals with one 
phase of the general problem of risk. It is es- 
sentially a means of guaranteeing that responsibility 
once assumed shall not fail of realization thru certain 
unforeseen occurrences comprehended within the 
term, life hazards, or life risks. These can best be 
understood by considering a life as divided into three 
parts. The first extends from birth until the child 
has completed its education and is prepared to be- 
come self-dependent—about twenty-five years in the 
average case. The second period may be called the 
productive period, when one is working and earning 
the income that will enable him to bring up a family, 
to-engage in business and to save money for old age. 
This period ends at different times for men in differ- 
ent occupations. Workers in some industries reach 
the end of their usefulness at the age of forty-five or 
fifty, many business men and men in agricultural 
pursuits retire at sixty or sixty-five, while profes- 


sional men sometimes work until the age of seventy 
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or later. For the purpose of illustration, the pro- 
ductive period of life may be said to end on the 
average at sixty-five years of age. The third and 
last division of life is the period of old age, when a 
man has ceased to be a producer. That is, he has 
ceased by his own efforts to add anything to the 
world’s supply of consumable goods and lives off 
the production of others. 

3. Requirements of the productive age.—EKach of 
these periods may be viewed as a distinct unit of a 
man’s life, each with its characteristic needs. In 
general it may be said that the income earned during 
the second or productive period furnishes the means 
of providing financially for all three, and a man 
fails to fulfil his whole duty to society unless he pro- 
duces the equivalent of this amount. Of course, 
no man by his own efforts can provide for his in- 
dividual needs during childhood. That is done by 
others. But his responsibility is merely carried for- 
ward one generation and he satisfies the debt for his 
own upbringing by rearing and educating offspring. 
In addition to this, he has to care for himself and 
wife during this period, and every man with normal 
foresight looks forward to laying up a fund which 
will care for him and his wife when they have become 
old. Then again, there are special occasions arising 
thruout this productive time of life when a man is 
called upon to assume responsibilities which are 
carried out only thru his ability to earn an income. 
He may enter a business, which he personally can 
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carry to success but which may fail in the hands of 
another; the support of aged parents may devolve 
upon him; or he may wish to accumulate ¢ an inherit- 
ance for a son or daughter. 

The responsibilities here alluded to fall upon every 
man who rears a family, or engages in business, or 
who becomes the source of support for aged, infirm 
or other dependents. For those who have received 
an inheritance from an earlier generation of the 
family the problem is already solved; for the man 
who has inherited only ability and capacity, and this 
includes the majority, the problem can be solved 
only by means of the income earned during his pro- 
ductive life. 

This theory of a man’s obligations can be stated 
very well in accounting parlance. During child- 
hood his ledger will show an accumulation of debts 
or liabilities; during the productive period this in- 
debtedness will be reduced gradually to zero and there 
will be built up on the opposite side of the ledger an 
accumulation of resources or assets. The amount 
of assets will reach the maximum at the age of retire- 
ment and will be completely exhausted, thru payment 
of current liabilities, at death. His resources of 
course will consist of his income from all sources 
while his liabilities will include the obligations as- 
sumed by the individual to wife, family or other de- 
pendents, and to business, and all other obligations of 
whatsoever nature. 

There are serious difficulties in meeting these 
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various responsibilities by the use of income earned 
year after year. A man may die prematurely, he 
may fail to save for the time when his productive ¢a- 
pacity ends, or if he saves, his savings may be lost 
thru unwise investments or thru the various turns of 
the economic cycle, known as crises and depressions. 
Once the responsibility for rearing and educating 
children is undertaken it will be twenty or twenty- 
five years before one’s duty to these children can be 
fully satisfied; upon marriage a man ordinarily as- 
sumes the obligation to support his wife for her entire 
life; a business may require his continued attention 
for a number of years before he develops the organ- 
ization which can succeed without him. If the 
income-producer lives all is well; but if he dies he may 
leave wife and children unprovided for, to become 
dependent upon charity, and his business may be- 
come insolvent. Thus the failure of income thru 
premature death brings misery and maladjustment. 

4. Needs of old age—Again, as the years pass he 
approaches the age where he can no longer keep up 
with his younger competitors in the productive strug- 
gle. His efforts lose their economic value. In the 
professions he retires, in industrial life he becomes 
superannuated. He ceases to be a producer but re- 
mains a consumer. If he is able to satisfy all his re- 
sponsibilities to others during his productive life he 
must still consider his personal needs during old age. 
From his own efforts this period can be cared for only 
thru the savings of years past. That is, he must 
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produce more than he consumes between ages twenty- 
five and sixty-five and must preserve this excess or 
saving in such form as to give him title to, or pur- 
chasing power over, the production of others, 
during his old age. Furthermore, his responsibilities 
to others may not be fully met at the time of retire- 
ment. In such case capital must be accumulated to 
liquidate these obligations. 

The life risks which thus render uncertain the satis- 
faction of one’s obligations are premature death and 
failure to accumulate and preserve funds for old age. 
The apparent solution is some sort of protection 
against the financial consequences of premature 
death and some means of investment or capital ac- 
cumulation during productive life that will surely 
preserve these funds and guarantee their availability 
when needed during old age. The need for a solution 
is emphasized by a consideration of the magnitude 
of these risks. 

5. Magnitude of these risks —The literal ac- 
curacy of the following quotation cannot be vouched 
for, but its substantial truth is attested by any mor- 
tality table based on extensive experience, and by the 
records of numerous probate courts: 


If you take one hundred average men age twenty-five, 
healthy, of good mental and physical ee but with no 
means of support except their head and two hands, and 
watch them as they swing down in front of the grand stand 
on their successive ten year laps, you will find that this is 
what happens to them: 

Age 35. Five have died: ten have become wealthy; ten 
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are in good circumstances; forty have moderate resources ; 
thirty-five have not improved. 

Age 45. Eleven have died, making a total of sixteen; all 
but three of those who had made and saved money have by 
this time lost all their accumulations. Sixty-six are still 
working and _ self-supporting, but without any other re- 
sources; fifteen are no longer self-supporting,—a few of 
these still earn something, but not sufficient so that they may 
be considered self-supporting cases—thru illness, accident 
or reverses. 

Age 55. Four more have died; twenty are now dead. Of 
the others one has become very rich; three are in good cir- 
cumstances ; forty-six are still working for a living, not hav- 
ing been able to accumulate anything; thirty are now more 
or less dependent upon their children or relatives or charity 
for support; some of these may be able to do some kind of 
light work, but they are replaced by younger men. 

Age 65. Sixteen have died during this period, making a 
total of thirty-six out of the one hundred. Of the remain- 
ing, one is still rich, four are wealthy, one of those who lost 
everything before forty-five has regained hold and become 
wealthy ; only six are still self-supporting, but are compelled 
to work for a living; the others (fifty-three) are dependent 
on children, relatives, or charity. 

Age 75. Survivors, ten years later: death has claimed 
sixty-three, sixty of whom left no estate; two of the five 
rich men have lost out. The rest are dependent upon their 
children, relatives, or charity. From now on the old fellows 
will die off rapidly but their financial condition will not im- 
prove, and ninety-five per cent of them will not have sufficient 
means to defray funeral expenses unless insured.! 


REVIEW 
What are, from the standpoint of income, the three chief 
periods of human life? 


1 Quoted in the Virginia, the monthly field bulletin of the Life In- 
surance Company of Virginia, February, 1917. 
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What are the obligations which rest upon middle life with re- 
spect to childhood and old age? 

Why is the accumulation of savings often ineffective to meet 
these obligations? 


CHAPTER Il 
LIFE INSURANCE PROTECTION 


1. Mutuality in life insurance.—The frequency 
with which premature death occurs and with which 
men fail as individuals to save for old age reveals two 
characteristics of these life risks: the uncertainty to 
whom they will occur and the certainty that they do 
occur with a considerable degree of regularity in a 
group of sufficient size. The regularity of these 
phenomena in a group makes possible a solution thru 
cooperation of its members. ‘The statement that 
thirty-six of every one hundred men who reach 
twenty-five years of age will die before they will have 
reached age sixty-five means that this result will occur 
on the average, not that the particular result will hap- 
pen to any particular one hundred men. This being 
so, and it being unknown in advance upon whom mis- 
fortune will fall, all may agree that the consequences 
of these misfortunes will be shared by all. Insurance 
is said to be mutual and it is in this sense of group 
cooperation in the payment of unforeseen losses that 
the statement is true. Insurance organizations are 
in no sense creators of capital, they are merely dis- 
tributors of funds. Their payments represent the 


transfer of funds from many persons to the few who 
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have suffered misfortune. This mutual character of 
the insurance fund cannot be overemphasized. No 
insurance carrier can be permanently successful un- 
less its collections from the many insured cover the 
losses of the few who meet disaster. 

The tendency to look upon the insurance company, 
especially when it is a corporation, as an organization 
apart from its policy holders has already been noted. 
The necessary relations between its assets and the 
risks it carries is not seen and many unjust demands 
are made upon it. In the simple applications of the 
insurance principle the mutual character of the in- 
surance fund is readily recognized. The neighbors 
who make voluntary contributions to a family whose 
home has been destroyed by fire do so in part from a 
sense of common need, and in this act express one of 
the essential characteristics of insurance. The Red 
Cross has been able to collect vast sums of money in 
its recent drives because the contributors have real- 
ized the connection between its work and their own 
needs. 

In life insurance the mutual character of the fund 
to provide for losses thru premature death is easily 
recognized; the situation is not so clear with reference 
to saving for the future and for cld age. But it must 
be remembered that individuals may save and may 
then lose their accumulations. This may be due 
to lack of skill in investment, to lack of oppor- 
tunity to make safe investments or to influences en- 
tirely beyond their control. ‘The insurance company 
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as an investment agency deals not in small sums but 
in millions; it is able to obtain the services of skilled 
managers, and the few cases of loss which the com- 
panies suffer will, when balanced against their en- 
tire earnings, scarcely be noticed. Thus their 
ability to apply the principle of mutuality to invest- 
ments protects them against the uncertain losses to 
which an individual is exposed. This mutuality, 
this sense of community interest and willingness to 
help one another, is the basis of insurance. 

2. Indemnity in life inswrance——Group coopera- 
tion in the replacement of unforeseen losses does not 
necessarily result in complete replacement. The 
persons who suffer misfortune may merely be aided 
during a time of readjustment. When efforts at co- 
operation are developed, however, to such an extent 
that a complex organization is established and a fund 
created from which to pay these losses, there is always 
the danger that some one will attempt to misrepre- 
sent the amount of a particular loss and make profit 
at the expense of the group. For this reason, a 
second essential element of insurance is indemnity 
that is, the replacement fund shall never be greater 
than the loss sustained. This is a fundamental legal 
characteristic of the contract issued by insurance 
organizations. Life insurance offers the nearest 
approach to exemption from this requirement. The 
principle of indemnity is applied, however, tho in a 
different manner. Whereas, loss to property may be 
measured in terms of the market value of property 
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at the time of disaster, there is no equivalent way of 
measuring the value of a life. An approximation 
is obtained, to be sure, in terms of a man’s income; 
but income is a variable factor, tending normally to 
increase, and the law recognizes the desirability of 
encouraging the ambition for higher standards of 
comfort. In the absence, therefore, of plain inten- 
tion to defraud, the common law recognizes the legal- 
ity of contracts of insurance on lives, granted there 
be a reasonable relationship between the amount of 
insurance and the standard of comfort a man might 
be expected to set for his dependents. Insurance 
companies themselves exercise a strict control over 
the possibility of excessive insurance by limiting the 
amount of policies on a particular life, by requirmg 
that the existence of other insurance be revealed in 
the applications of prospects and by refusing to issue 
policies the premiums on which do not bear a normal 
relation to a prospect’s apparent income. 

3. Contract.—When a system of mutual protection 
against risk is established on any extensive basis it be- 
comes important that the members of the group have 
a reasonable guarantee that their expectations will be 
realized. This cannot be accomplished by verbal 
agreements or by general understandings that the vic- 
tims of misfortune will be recompensed. It is neces- 
-sary that the nature of the relationship of members to 
the group be expressed by a definite contract. In its 
business operations the insurmg organization there- 
fore acts as a unit dealing with members according to 
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its contractual obligations. While this appears at 
first sight to be a departure from its mutual character 
it is not so in fact. A contract is the only basis for 
maintaining the equity of all members and this is but 
another way of saying it is the means of preventing 
one member from seeking advantage at the expense 
of others, and of guaranteeing that the just expec- 
tations of all members will be realized. This charac- 
ter of the insurance carrier arises as a matter of prac- 
tical administration. ‘The control of these contract 
relationships still les with the members, or, in or- 
ganizations where this is not the case, for example 
stock insurance companies, is supervised by govern- 
ment agencies in the interests of policyholders. 

4. Protection thru life insurance.—Insurance in its 
bare essentials is thus seen to be cooperative activity 
directed toward the end of relieving the individual of 
the financial consequences of risk. The losses due to 
unforeseen disasters usually represent a net reduction 
in social well-being, but by insurance their effects are 
distributed among large groups and do not fall wholly 
upon a few individuals. The San Francisco fire and 
earthquake in 1906 destroyed $300,000,000 worth af 
property. Had the loss been borne by the people of 
San Francisco the city would never have recovered. 
As a matter of fact insurance premiums collected over 
the entire civilized world contributed to its rebuilding 
and its recovery was phenomenal. Life insurance 
performs this function for two risks—premature 
death and incomeless old age. It replaces personal 
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or business income lost thru premature death and 
thereby enables the fulfilment of one’s obligations, tho 
death may come. ‘This is its ““protection” function, 
as it is usually called. Furthermore, it furnishes a 
medium thru which men can safely invest their sav- 
ings to meet obligations in later life that cannot then 
be satisfied from current income, or obligations ma- 
turing after income has ceased thru retirement. This 
is known as the “investment” function of life in- 
surance. 

Life insurance contracts may be used for protec- 
tion to one’s family, to one’s creditors or to business. 
These various uses may be considered as family 
protection, personal credit insurance and business or 
partnership insurance. 

5. Family protection—A man usually undertakes 
the responsibility upon marriage of supplying his 
wife with income for the remainder of her lifetime. 
Normally his income increases with his advance in 
years and this is accompanied by an increase in the 
family standard of comfort. Life insurance for the 
protection of the wife, therefore, will take into consid- 
eration the standards to which the wife is accustomed 
and the fund available, in case the husband dies pre- 
maturely, should be such as to provide that amount 
of income which will maintain standards in the future. 
Note that the insurance fund is for the purpose of 
preserving an “income.” One ordinarily thinks of 
insurance in terms of cash available at death, for in- 
stance $1000, or multiples thereof; but the loss is one 
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of income and the adequacy of insurance provision 
should be measured likewise in terms of income. 
Analysis of this statement will show that insurance 
needs are much greater in the early years of mar- 
riage than later, for the income is needed thruout 
the lifetime of the wife or while family responsibili- 
ties exist. Concretely, a wife aged thirty may be 
expected to live forty years longer in the average 
case, while a wife aged fifty may live only twenty 
years on the average. Measure personal needs by 
an income of $1000 per year and the total sum re- 
quired in the one case is $40,000, and in the other 
$20,000. This comparison will be modified to some 
extent by the fact that while a wife’s needs at thirty 
are measured by $1000 a year, at age fifty the 
family status may have improved and $1000 per 
year become insufficient. There is another factor 
to be considered here and that is that the wife’s re- 
sponsibilities after the death of the husband may in- 
clude the care of children. If the children become 
self-dependent at about twenty-five there is a tem- 
porary period until the youngest child is age twenty- 
five, during which insurance is needed for both wife 
and children. It is apparent therefore that the needs 
of a family are measured in terms of a large initial 
amount of insurance, gradually decreasing as _ re- 
sponsibilities become fulfilled. Insurance needs are 
always greatest at the inception of family obligations 
and disappear with the cessation of earning power at 
the time of retirement. This is a fact seldom stressed 
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in current dicussions of insurance for protection. 

6. Personal credit insurance —A vast amount of 
the world’s business is carried on today by credit. 
Personal integrity combined with business or profes- 
sional ability enables men to borrow the capital of 
others and employ it profitably. While collateral 
security may be given in many cases, yet there are 
numerous instances where loans are made on personal 
security—the mere promise of the borrower to pay. 
If the honesty and ability of a man are a guarantee 
that he will use borrowed capital in a way to preserve 
and increase it or to increase his personal capacity to 
earn income the lender is safe but for one contingency. 
The borrower may die. To meet such a contingency 
he may use life insurance to support his personal 
credit against his death and thereby utilize his future 
earning power in the present. Thousands of well- 
known business men thus borrow money from banks 
on their personal notes, the banks demanding the 
added protection of insurance sufficient to cover all 
such unsecured obligations. Young men of good 
reputation and no capital may in this way capitalize 
their future by borrowing money on their personal 
credit and furnishing the lender with a life insurance 
policy from the proceeds of which the debt will be 
paid in case of death. Sometimes funds may thus be 
obtained to finance an education or to start a business. 

7. Business insurance.—As a man’s income is im- 
portant to his family so his services may stand be- 
tween the success or failure of a business venture. 
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It is quite proper therefore that the corporation 
should capitalize the value of his life by insurance. 
Then if he should die the money received from insur- 
ance policies will carry the company thru a period 
of adjustment until another manager or a new or- 
ganization can be developed to carry it to success. 
Anyone will recall frequent instances in recent years 
when the lives of promoters of large corporations have 
been insured by and for the benefit of their firms. 
When the success of a corporation depends largely 
on the life of a single man it cannot afford to take the 
chance of disaster thru his death. 

It frequently happens that business firms make 
“investments” in certain men for the purpose of re- 
alizing a profit from their services. Prudence re- 
quires that the money value of those services be se- 
cured against the death of the man. Authors are 
often insured by publishing firms against their failure 
thru death to produce articles or books in the adver- 
tising of which the publishers have incurred expense. 

Partnership insurance is a special phase of business 
protection to meet the needs of the partnership form 
of organization. ‘The death of a partner often neces- 
sitates the liquidation of his interest and this produces 
interruption and annoyance to the business. Life in- 
surance carried by each partner or by them jointly, 
paid for by the firm and made available at the death 
of a partner to liquidate his interest, will materially 
reduce the severity of readjustments. 

8. Saving and investment function of life insurance. 
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Investment may serve two purposes—to provide 
means whereby capital may be accumulated thru 
periodic payments and to furnish a productive use for 
surplus funds. The one is concerned with invest- 
ments made primarily for the purpose of carrying 
out future obligations; the other generally, with the 
accumulation of an estate which represents growth 
toward affluence, a change perhaps from well-to-do 
to wealthy. The first emphasizes the saving func- 
tion, the second the investment function. 

This distinction may not be in general usage but 
it represents with fair accuracy a real functional dif- 
ference in two classes of investments. Most of the 
conspicuously successful investment institutions of to- 
day have concerned themselves wholly with the second 
function. Thus, trust companies have managed es- 
tates, that is, managed accumulated capital, and have 
been an important agency in‘the process of ac- 
cumulation. The life insurance companies empha- 
sized investment contracts in the years subsequent 
to the Civil War, but put their emphasis in the 
wrong place. Their contracts were sold as specu- 
Jative investments on which marvelous returns were 
promised. The companies now admit their mistake. 
but they paid dearly for their experience. The analy- 
sis of the life risks revealed the fact that men need to 
accumulate capital in anticipation of obligations that 
cannot be satisfied from current income or which ma- 
ture in old age when an income is no longer being 


earned. Saving for these purposes is the more im- 
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portant function of the life imsurance company. 
Savings banks and buildings and loan associations 
have also been established to meet this need. 

A. successful method of saving and accumulating 
money for a definite future purpose takes into con- 
sideration the amount needed and makes provision 
for regular periodic payments sufficiently large to 
create the fund in the required time. Herein hes the 
defect of the savings bank. No relationship is evi- 
dent between the deposits and future needs. It is a 
great gain psychologically if the depositor realizes as 
he makes each payment that he is some day going to 
have $1,000 and that his failure to make a deposit 
may mean failure to receive the $1,000. The savings- 
bank depositor views his savings piecemeal instead of 
focusing his attention on the total sum of money that 
will some day result from them. The purchaser of 
an endowment insurance policy clearly understands 
that the receipt of the amount insured twenty or 
thirty years hence depends on the continuation of his 
premium. He sees a close relationship between his 
premiums and his future needs. If capital is being 
saved with a specific purpose in mind he is able to 
measure his ability to supply future needs with cur- 
rent income and is thus more likely not to assume re- 
sponsibilities that can never be met. This is one of 
the strongest arguments in favor of life insurance 
saving. 

The plan of operation of building and loan asso- 
ciations offers a distinct advantage over the savings 


LIFE INSURANCE PROTECTION 49 


bank method. On becoming a member of such an 
association one obligates oneself to make certain pay- 
ments yearly and any failure to do so will result in a 
penalty. Upon withdrawal before maturity of a con- 
tract, the money paid in may be returned with interest 
at three per cent, for instance, whereas the contract 
would probably earn six, per cent if carried to ma- 
turity. The possibility of forfeiting a portion of 
one’s interest earnings thru withdrawal tends to 
force members to carry their contracts to completion. 
9. Safety factors.—It is open to question whether 
building and loan associations as a class are as safe as 
life insurance companies. The safety of life insurance 
investments lies in part in their minute regulation by 
the State, but largely in the fact that the huge assets 
of the companies can be distributed over a sufficient 
field to secure the operation of the insurance principle 
of average and, in the hands of able investment man- 
agers, the losses from bad investments are reduced to 
a minimum. Investment expenses have been reducd 
to as low as one-eighth of one per cent of the assets 
per year in some companies and are not permitted m 
New York to be over one-quarter of one per cent. 
The contrast here made between saving and invest- 
ment has emphasized the latter function as a matter 
of preserving surplus funds and creating an estate 
from them. This was contrasted with saving for the 
purpose of satisfying obligations assumed. This 
phase of the investment function is largely a matter 
of a good interest return on investments or such dis- 
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position of them as will cause them to increase as 
rapidly as possible. It is distinguished from say- 
ing, as defined, by a certain speculative quality. 
The prudent man satisfies first his duty to his de- 
pendents; with any surplus funds in excess of these 
requirements he may take chances in the hope of 
increasing his estate more rapidly. ‘To a very slight 
extent does life insurance play any part in this Latter 
phase of investment. 

10. Management——But there is another aspect of 
the investment function which is of great importance. 
This is skilled management of investments. ‘Trust 
companies have been established in large part to ad- 
minister estates, that is, to preserve and protect the 
capital fund and to distribute income periodically; 
but again, their weakness lies in the fact that they 
handle only large estates. The funds paid by life 
insurance companies to the dependents of their in- 
sured are in many cases too small to be turned over 
to a trust company, but if paid in cash to depend- 
ents unskilled in investment such funds will prob- 
ably be lost in a very short time. The life insurance 
company does not fulfil its function therefore in be- 
ing solely an insurance and savings institution. It 
must be an administrator of estates, large and small. 
Where the loss thru premature death or old age is 
that of income, it must, in any adequate solution, be 
replaced by income. This the company can do 
only by becoming the administrator of the principal 
sum of maturing insurance contracts and by paying 
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an income to beneficiaries during the time of need. 
The emphasis of insurance companies on “income in- 
surance” in the last ten or fifteen years is a recogni- 
tion of the importance of this function. 


REVIEW 


Life insurance rests upon the ideas of mutuality, indemnity 
and contract. Amplify this thought. 

What are the two chief purposes of life insurance? 

Describe each of the varied interests which may be protected 
by life insurance. 

Contrast saving thru savings banks and building and loan 
associations with saving thru insurance. 


CHAPTER IV 
LIFE POLICIES AND PREMIUMS 


1. Types of contract.—Life insurance companies 
perform their functions by the sale of contracts of in- 
surance. In detail these contracts are of many kinds 
but, when stripped of their frills and trimmings, re- 
duce to two or three types. In general, the life policy 
and the annuity represent the two main divisions. 
The distinguishing characteristic of the former lies in 
the protection it affords against premature death; of 
the latter, that it furnishes a life income during old 
age. 
2. The ordinary life policy—The basis for the 
discussion of life policies may conveniently be made 
the ordinary life policy, as it is technically called. 
This contract is probably sold more often today than 
any other and represents, historically, the form out 
of which most of the others have developed. It is 
issued by commercial life insurance companies in 
amounts of $1,000 or greater, usually multiples of 
$500, and promises the payment of the principal sum 
to a designated beneficiary upon the death of the in- 
sured. This indemnity is contingent upon the pay- 
ment to the company of an annual premium varying 


in amount with the age of the insured and continuing 
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until his or her death. ‘The rate books of two com- 
panies selected at random quote the following pre- 
mium rates at various ages: 


Age First company Second company 
25 $20.14 $19.00 
30 22,85 21.80 
35 26.35 25.45 
40 30.94 30.25 
45 37.08 36.50 
50 45.45 45.10 
55 56.93 56.50 
60 72.83 72.70 


3. Calculating the premiuwm.—In order to under- 
stand the various equities in this policy and the rela- 
tionship of cost to indemnity it will be necessary to 
describe briefly the method of calculating the pre- 
mium. ‘To maintain the mutual character of life in- 
surance the premium which is paid must be deter- 
mined fundamentally by the rate at which men die 
prematurely, since as we have seen the insurance com- 
pany is a mere administrator of funds and all indem- 
nity paid by it must in the final analysis come from 
premiums paid by the many insured. So the pre- 
mium of $19.00 per year payable by one insured at 
age 25 for an ordinary life policy of $1,000, if cor- 
rectly determined, measures his proper contribution 
to this indemnity fund. The first requirement then 
in the calculation of costs is a measurement of the rate 
of death at different ages. This is supplied by mortal. 
ity tables. They may be constructed to measure rates 
of mortality in a general population or specifically 
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among an insured group. The difference lies in the 
fact that insurance of the type now being considered 
is voluntary, and statistics show that, when the choice 
of insurance is left to the individual, those who insure 
show a higher rate of mortality than those who.do not 
insure, and this higher rate must be reflected in the 
cost of insurance by a higher premium. ‘The Ameri- 
can Experience table of mortality is based on experi- 
ence among insured lives and shows a conservative 
rate of mortality. That is, it is higher than the mor- 
tality usually obtaining among insured lives. ‘This is 
quite necessary, for inadequate premiums will place 
the insurance fund in the position of being unable to 
pay promised indemnity and will be fatal to success. 
Redundant premiums will leave the fund with a sur- 
plus and this may be returned to policyholders. 


AMERICAN EXPERIENCE TABLE OF 


MORTALITY 
Age Number living Number dying Yearly probability of dying 
10 100,000 749 -007490 
11 99,251 746 -007516 
12 98,505 743 007543 
13 97,762 740 -007569 
14 97,022 737 .007596 
15 96,285 735 007634 
16 95,550 732 -007661 
17 94,818 729 .007688 
18 94,089 eat O0TT27 
19 93,362 725 007765 
20 92,637 723 -007805 
Q1 91,914 722 007855 
99 91,192 721 007906 
23 90,471 720 -007958 
24. 89,751 719 008011 
25 89,032 718 008065 


Age 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
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Number living Number dying Yearly probability of dying 
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86,160 
85,441 
84,721 
84,000 
83,277 
82,551 
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81,090 
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77,341 
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71,627 
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67,841 
66,797 
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63,364. 
62,104 
60,779 
59,385 
57,917 
56,371 
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49,341 
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Age Numberliving N See dying Yearly ir gat of dying 


72 33,730 2487 73733 
73 31,243 2505 ae 78 
74 28,738 2501 .087028 
75 26,237 2476 094371 
76 23,761 2431 -102311 
77 21,330 2369 .111064 
78 18,961 2291 .120827 
79 16,676 2196 131734 
80 14,474 2091 144466 
81 12,383 1964 158605 
2 10,419 1816 174297 
83 8,603 1648 .191561 
84 6,955 1470 211359 
85 5,485 1292 235552 
86 4,193 1114 265681 
87 3,079 933, 303020 
88 2,146 744 346692 
89 1,402 555 -395863 
90 847 385 ASL545 
91 462 246 532466 
92 216 137 -634259 
93 79 58 -T34ALT7 
94 Q1 18 857143 
95 3 3 1.000000 


4. Single premium.—The table is so constructed 
as to represent a group of 100,000 persons starting 
at exactly age ten; this group decreases year after 
year by the number dying at each age until, at the 
close of the 95th year of age, all will have died. Con- 
sider now that the group at age ten should take poli- 
cies promising to pay $1000 in case of death within 
one year; manifestly, if deaths occur according to the 
rate of mortality represented by the table, 749 poli- 
cies will have matured by the close of the year and this 
will create a group liability of $749,000; but suppose 
again that the money to pay these death claims is col- 
lected in advance and placed at interest at three per 
cent. ‘The amount to be collected in advance would 
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then be the present value of $749,000 discounted at 
three per cent, or $749,000 ~— 1.03 = $727,184.466. 
And since the fund is contributed to by all those ex- 
posed to the risk of death during the year, namely 
100,000, all will contribute to the premium fund. The 
pro rata contribution of each will thus be $727,184.466 
+ 100,000 or $7.27 +. This amount, known as the 
net or mortality premium, will be increased by a load- 
ing charge to provide for conducting the business of 
insurance, and the final result will be the gross or office 
premium which the policy-holder pays for this one 
year’s indemnity. The assumptions made in this sim- 
ple illustration are exactly those used in the calcula- 
tion of premiums by the commercial companies and 
the principles here used are employed in the calcula- 
tion of costs on the most complicated policies. 
Suppose now that it is desired to determine the cost 
of a policy issued at age thirty-five and promising to 
pay $1000 to those who die within two years from 
the date of issue. The mortality table shows that 
81,822 persons are living at the beginning of this 
year; that 732 die during the first year and 737 dur- 
ing the second. It is the practice of insurance com- 
panies to consider that death claims are payable at the 
close of the year in. which death occurs. These poli- 
cies will thus represent $732,000 in matured claims at 
the close of the thirty-fifth year of age and $737,000 
at the close of the thirty-sixth year. If these policies 
are purchased by a single premium at age thirty-five 
it will be necessary to calculate the present values of 


58 INSURANCE 


$732,000 in one year and $737,000 in two years. Ata 
three per cent interest rate these discounted values are 
respectively $710,679.61 and $694,693.19. The total 
premium payable at age thirty-five by 81,822 persons 
for two years’ insurance against premature death will 
be the sum of these two discounted amounts. The 
premium per policy will be this sum divided by 81,822 
or $17.18. This again will be the net or mortality 
premium and will be increased as before by a loading 
charge to cover expenses. 

By an extension of these principles it is possible to 
calculate the single premium payable at any stated age 
for msurance against premature death for any dura- 
tion. ‘The ordinary life policy -promises to pay the 
sum insured upon death at any time. It should be 
clear therefore that if deaths are estimated according 
to. the American Experience table, the calculations for 
the cost of this policy must cover the entire span of the 
table. ‘Thus, were such a policy issued at age thirty- 
five the premiums collected under it should cover 
deaths up to and including age ninety-five, at the 
close of which year all persons are assumed by the 
table to have died. ‘There is an important fact arising 
from the last statement, namely, that since the table 
assumes that all will have died before age ninety-six 
is reached, premiums calculated on this assumption 
will provide the funds by which the policy will cer- 
tainly be paid. For this reason the whole life policy is 
paid by American companies if the insured lives until 
his ninety-sixth year. 
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5. The annual premium.—The principles outlined 
in these two calculations afford a method of calculat- 
ing single premiums on policies, that is, the total sum 
which, paid at the beginning of the contract, will pro- 
vide all costs under it. But the ordinary life policy 
was defined as a contract purchased by premiums pay- 
able annually until the contract matures. So, in or- 
der to obtain the annual premium this single premium 
must be converted into an equivalent annual amount. 
The detailed method by which this is done will not be 
described here. It will suffice to say that this calcula- 
tion will take into consideration the fact that pre- 
miums cease upon death or, in other words, the prob- 
ability of survival. 

6. Premiums based upon average.—There is an- 
other fact to be emphasized with reference to pre- 
miums so calculated. The premium of $7.27 for one 
year’s insurance against premature death will not 
. cover the company’s liability against a single policy. 
It will be adequate only in case the company insures a 
sufficiently large group to obtain an operation of the 
law of average. In other words, $7.27 is sufficient on 
the average, and will enable the company to pay prom- 
ised indemnity if it insures a sufficiently large group. 

7. Level premiums and annual costs——The an- 
nual premium for ordinary life policies at different 
ages is a level amount paid thruout the life of the pol- 
icy. But the premium for one year’s insurance at dif- 
ferent ages shows a constantly increasing cost as the 
age increases. This is revealed by a glance at the 
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table showing the level annual premium for ordinary 
life issued at age thirty-five and the yearly premiums 
for one year’s insurance at this and later ages. These 
comparisons are based on net or mortality premiums. 


NET PREMIUMS PER $1000 INSURANCE 
Am. Exp. 3 per cent Basis 


Ordinary life premium Premium for one year’s 

Age Policy issued at age 35 insurance at age stated 
35 $21.08 $ 8.69 
40 21.08 9.51 
45 21.08 10.84 
50 21.08 13.38 
55 21.08 18.03 
56 21.08 19.31 
57 21.08 20.71 
60 21.08 25.92 
65 21.08 38.96 
70 21.08 60.19 
75 21.08 91.62 
80 21.08 140.26 
85 21.08 228.69 
90 21.08 441.31 
95 21.08 . 970.87 


The net annual premium payable from age thirty- 
five until death on an ordinary life policy is $21.08, — 
but the table shows that the cost of one year’s insur- 
ance against premature death at age thirty-five is 
only $8.69. Thus the insured pays more in this first 
premium than the actual cost of the year’s indemnity. 
The table shows that these yearly costs are less than 
the level annual premium until age 57, but after this 
time always greater. In the long run these yearly 
costs and the level annual premiums are equivalent 
when they are compared on an identical amount of in- 
demnity and when the company deals with a large 
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enough group to obtain average results. This last 
fact is not made clear by the table because the indem- 
nity covered in any particular year by the two policies 
is not the same. ‘The one year policy quotes rates in 
each instance for $1000 insurance. ‘To be of identical 
kind with this the ordinary life policy should in the 
year of its maturity pay $1000 plus the accumulated 
amount of excess premiums. But this it does not do. 
It pays only $1000. Thus the amount the company 
has at risk in any year under the ordinary life policy 
is the sum insured less the amount of the accumulation 
to the credit of the policy-holder. 

With the level annual premium system the amount 
realized under the policy costs more in case of early 
death than if only the annual cost of insurance had 
been paid; for, as stated, the sum insured only is paid 
upon death, irrespective of the size of the premium. 
The reason for issuing policies on this level premium 
basis however should easily be apparent. It is gener- 
ally easier for the insured to pay premiums of the 
same amount thruout the lifetime of his policy than to 
have his income subjected to the strain of a contin- 
ually increasing cost for his insurance. ‘The practical 
result is that level premium policies pay more for the 
indemnity received in case of early death than yearly 
cost policies, but that they are more fitted to the eco- 
nomic condition of most policy-holders. 

8. Policy reserves and surrender values—Kven 
with this advantage, the level premium policy might 
possibly operate with injustice to the insured but for 
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the fact that the company is required to hold excess of 
level premiums above annual costs to his credit. ‘This 
is not a matter of importance to the insured if the pol- 
icy is carried to maturity, but, where life insurance is 
voluntary, policies are often lapsed by non-payment 
of premiums or surrendered thru necessity and the 
holding of their accumulations to the credit of the in- 
sured is then of great importance. ‘These accumula- 
tions are technically known as the reserve * on the 
policy. 

The surrender value which is returned to the policy- 
holder upon withdrawal from the company may be less 
than this reserve but may not be more, if the equity of 
other policy-holders is preserved. Many companies 
follow the plan of deducting a small amount of the 
reserve in case of surrender within five, ten or fifteen 
years after the issue of the policy. This is done on the 
eminently just grounds that the loading charges col- 
lected from the policy-holder for several years follow- 
ing the issue of his contract will not be sufficient to 
cancel the expenses incident to placing his policy on 
the books of the company. The following table shows 
reserve accumulations on an ordinary life policy issued 


1 This description of the reserve, while truly designating its origin, is 
not technically true of its legal character, for the reason that it is 
based on an assumption that is not necessarily fact. The assumption 
is that the premium charged is adequate to pay all promised benefits. 
The premiums charged by many fraternals do not meet this require- 
ment. The various states set standards of mortality and interest for 
valuing reserves in commercial life insurance companies, usually Amer- 
ican Experience, 3} per cent. The legal reserve then is the difference 
between the present value of future premiums and the standards. 
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at age thirty-five together with surrender values given 
by two companies in case of withdrawal. 


RESERVES AND SURRENDER VALUES PER $1000 
INSURANCE 


Ordinary Life Policy, Age 35 
Am. Exp. 3 per cent Basis 


Duration 
of Age Terminal Surrender value 
Policy Attained Reserve Ist company 2nd company 
1 36 $ 12.98 = 
2 aif 26.13 $ 13.00 
3 38 39.76 / ond BELG 32.00 
4 39 53.77 53.77 44.00 
i) 40 68.16 68.16 58.00 
6 41 82.94 82.94 72.00 
7 42 98.11 98.11 90.00 
8 43 113.68 113.68 108.00 
9 Ad 129.65 129.65 127.00 
10 45 146.01 146.01 146.01 
11 46 162.76 162.76 (Full reserve 
12 AT 2 179.87 179.87 hereafter 
13 48 197.35 197.35 omitting 
14 49 215.16 215.16 fractions of 
15 50 933.28 233.28 a dollar) 
16 51 251.68 251.68 
17 52 270.34 270.34 
18 53 289.22 289.22 
19 54 308.32 308.32 
20 55 327.58 327.58 


The first case illustrates the very liberal practice 
followed by a few companies of deducting no surren- 
der charge at all after the third premium has been 
paid; the second represents what is probably the aver- 
age practice. 

9. Dividends —The mutual character of the insur- 
ance fund has been emphasized repeatedly, but the 


foregoing analysis of costs and premiums has been 
XIX—6 
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made wholly on the basis of assumption: an assumed 
rate of mortality, an assumed rate of interest earn- 
ings on invested assets, and a loading charge based 
on estimated expenses. These estimates quite natu- 
rally must be made, since premiums are collected in 
advance. But if they are not adjusted to the actual 
experience of the company the mutual character of the 
fund may exist in name only. Policies are issued by 
commercial life insurance companies on two bases, 
participating and non-participating. The latter are 
sold entirely by stock companies, and it is supposed 
that their premiums are so adjusted in advance to 
their experience that they will closely approximate 
actual cost. ‘This must necessarily be true, since the 
stock companies are in active competition with mu- 
tuals and will not obtain business unless the cost of 
their contracts bears a reasonable relationship to the 
cost of participating msurance. Non-participating 
insurance has one advantage in the minds of some per- 
sons, namely that the actual cost is correctly known 
in advance. Where dividends are to be received in 
the future the initial premiums must be higher. In 
this case the insured is assuming a certain amount of 
risk with reference to the ability of the company to 
pay dividends in the future. With the non-partici- 
pating contract the initial cost is less and the liability 
for the failure of the company to pay promised in- 
demnity falls in the first place upon the capital stock 
and surplus of the insurance carrier. It is only when 
these are exhausted that the non-participating policy- 
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holder fails to obtain full indemnity for the premium 
which he has paid. 

10. Participating pian.—Despite this apparent ad- 
vantage of non-participating insurance it is probable 
that the larger part of insurance written today is on 
the participating plan. The premiums for this insur- 
ance will always be sufficiently high to guarantee the 
company a safe margin and usually have in mind also 
the prospect of paying dividends. , It has already been 
noted that the rate of mortality by the American Ex- 
perience Table is greater than that experienced by the 
ordinary commercial company. Most companies, fur- 
thermore, calculate premiums on a three and one-half 
per cent interest basis and it is very unusual indeed for 
a company not to earn more than four per cent net on 
its investments. The expense charge added to the 
policy is intended likewise to be adequate and in most 
cases is more than this. So there are three sources of 
dividends on participating policies: lower mortality 
than expected, higher interest earnings than assumed, 
and lower expenses of management than anticipated. 
The methods of calculating dividends on particular 
policies for different durations of the policy vary 
greatly with the several companies; but again the 
final results in amount of dividend must approximate 
closely insofar as the experience of the companies will 
_ warrant; otherwise the company which pays unusually 
low dividends will suffer in competition. Dividends 
in standard companies generally do not differ greatly 
in the early policy years, but differences of an unusual 
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amount do occur on policies which have been in force 
for a generation or more. ‘This is seen clearly by the 
table of dividends paid on ordinary life policies by 
several companies: 


Dividends paid on ordinary life, issued at age 35 


Duration of 


policy in First Second Third Fourth 
years company company company company 
il $2.97 $3.85 $4.40 $4.76 
Q 3.14 4.05 4.64 4.90 
3 3:32 4.25 4.88 5.06 
4 3.50 4.45 5.14 5.22 
5 3.68 4.66 5.40 5.39 
6 3.89 4.88 5.66 5.57 
7 4.08 5.10 5.93 5.76 
8 4.29 5.34 6.21 5.95 
9 4.50 5.57 6.51 6.14 


(The premium in each instance avove was $26.35.) 


Dividends paid on old policies—ordinary life, age 35 


Duration of First Second Third Fourth 
policy in company company company company 
years (premium) (premium ) (premium) (premium) 
($26.60) ($27.10) ($26.54) ($26.00) 
30 $ 7.70 $ 7.35 $13.90 $14.25 
41 8.69 7.84 15.74 15.93 
46 9.61 8.28 imoae 17.49 
51 10,34 8.68 BOS. 20.35 2 
56 11.03 ete ges 21.82 2 
61 T2718 


1 Premium $26.60. 

2 Premium $27.50. 

(Quotations from “Annual and Deferred Dividends” by Spectator 
Company.) 
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REVIEW 


What information is found in a table of mortality? 

How would the single premium for one year be calculated? 
For two years? For life? 

How are level annual premiums -computed? 

What is meant by reserves and by surrender values? 

Explain the nature and origin of dividends. 


CHAPTER V 


MODIFICATIONS OF THE ORDINARY LIFE 
POLICY 


1. Limited usefulness of life policies—The ordi- 
nary life policy may be considered the type contract 
which furnished protection against premature death. 
It is an especially valuable policy to be carried for 
family protection, where the sum insured may be made 
available for several beneficiaries, such as wife and 
children. It is equally valuable in many cases for 
business protection or as a support to personal credit. 
The policy has been described as one purchased by 
level annual premiums paid continuously while the 
contract is in force, and one which furnishes a cash 
payment to the beneficiary upon the death of the in- 
sured. A contract of this character cannot be said 
to be ideal for all purposes for which it may be used, 
since many differences arise in the status of insured 
persons, or of their beneficiaries, which require that 
the policy be modified if it is to meet their special 
needs. For instance, it may be that the policy is sat- 
isfactory in every respect to the insured except that 
he does not wish to obligate himself for the payment 
of premiums thruout life. The productive period of 


many lives does not extend beyond sixty or sixty-five, 
. 68 
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and the obligation of premium payments after this 
age might easily work a hardship. Again it is pos- 
sible that the payment of an annual premium might 
cause a greater strain upon income than the payment 
of premiums at shorter intervals. 

The payment of the sum insured in cash will in 
many cases defeat the purpose of the insurance. Es- 
pecially in the case of family protection it rarely oc- 
curs that beneficiaries can be trusted with the safe- 
keeping of a large sum of money. True “ protec- 
tion” in such cases means a replacement of lost income 
from the insurance company. Then again, the or- 
dinary life policy has been defined as “permanent” 
insurance. ‘The policy matures only by the death of 
the insured and death may occur in advanced old age. 
But it has been seen that insurance is carried against 
the loss of income during the productive period of 
life. If this period terminates at age sixty-five there 
would seem to be no economic reason for carrying pro- 
tection against loss of productive income beyond this 
age. Closely connected with this fact is another one 
of importance, that the protection of old age requires 
capital accumulation at the time of retirement. ‘The 
ordinary life policy has a surrender value of no incon- 
siderable amount at this time, but if ten thousand dol- 
lars, for instance, represents insurance needs until age 
sixty-five it is improbable that the surrender value of 
a ten thousand dollar policy at age sixty-five will 
satisfy the need for capital accumulation to care for 
one’s later years. The ordinary life policy must be 
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modified in many ways to meet such situations as 
these. 

2. Methods of paying premiwms—tlimiting the 
number.—The continuous annual premium on an or- 
dinary life policy at age thirty-five quoted on the 
table of rates on page 68 is $25.45. This amount 
represents the equitable contribution of the policy- 
holder to the indemnity fund under the terms of his 
contract. Keeping in mind the fact that all premiums 
for insurance are based on average, any modification 
of this premium or any other method of premium pay- 
ment must, on the average, furnish the insurance car- 
rier with an equivalent sum. It has been seen that 
continuous annual premiums may extend to an ad- 
vanced age, for policy-holders sometimes live to be 
eighty or ninety years old or more, and under the 
terms of the ordinary life policy are required to pay 
premiums until death or age ninety-five. But it is 
also clear that the premiums for insurance normally 
come from the income earned during productive life 
and there is a strong economic reason why they should 
cease with the termination of productive activity. 
‘To meet this situation the commercial companies is- 
sue what are called limited payment policies. For 
instance, a life policy furnishing protection against 
premature death may be purchased on the twenty, 
fifteen or ten payment plan. In such case the in- 
sured pays premiums for twenty, fifteen or ten years 
respectively and the policy then becomes “paid up,” 
no further premiums being required. Under these 
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policies the insured may pay less than the stated num- 
ber of premiums, since death at any time terminates 
them and matures the policy, and death, of course, 
may occur before the stated number are paid. Lim- 
ited premiums will naturally be higher than continu- 
ous, to compensate for their cessation in later years. 
Comparisons are shown for the life policy used in this 
illustration. 


Life policy, age thirty-five, $1000 msurance * 


Continuots premiums .......... $25.45 per year 
went y ppremuins: a5. 01. wee) axe ate 33.28 per vear 
PUELeet spr ents erect) oleceeu st 39.60 per year 
(Ven opremiunisse eto tts ee ees 52.00 per year 


Under the continuous premium policy the insured 
will pay over $1270 in premiums if he lives until age 
eighty-five, or more than the amount receivable at 
death. Balanced against this is the fact that death 
may occur during the early policy years, when the 
indemnity received will be far greater than the 
premiums paid. The maximum amount payable in 
premiums under the twenty payment life policy is 
$665.60; on the ten payment plan, $520. The ap- 
parent differences in the cost to the insured are due to 
the fact that the company, under limited premium 
policies, receives larger sums in the early policy years 
and therefore derives a larger portion of the in- 
demnity fund from interest earnings. 

The larger premium paid under the limited plan 
has an important effect upon the reserve accumula- 


1 The figures are for gross, or office, premiums. 
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tions on policies, for the company is required by the 
laws of several States to hold in reserve the difference 
between the present value of premiums and the pres- 
ent value of the insurance. When the policy becomes 
“paid up” the company must hold in reserve the en- 
tire present value of the insurance. In case of lapse 
or surrender, therefore, the value returnable to the 
policy-holder is correspondingly greater in the higher 
premium policies. This is clearly shown in the table 
of American three per cent reserves on the policies 
under discussion. 


TERMINAL RESERVES ON POLICIES ISSUED AT AGE 35 
Am. Exp. 3 per cent Basis 


Years elapsed 
since issue Ordinary 20 Payment 15 Payment 10 Payment Single 


of policy Life Life Life Life Premium Life 
1 $ 12.88 $ 22,00 $ 28.74 $ 42.65 $427.36 
Q 96.13 44.72 58.47 86.85 435.04 
3 39.76 68.20 89.24 132.66 442.95 
4 53.77 92.46 121.08 180.15 451.07 
5 68.16 117.52 154.03 929.38 459.42 
6 82.94 143.40 188.12 280.43 468.00 
7 98.11 170.14 293.42 333,39 476.80 
8 113.68 197.77 259.96 388.34: 485.83 
u) 129.65 226.31 297.81 445.37 495.10 
10 146.01 255.78 336.99 504.59 504.59 
ial 162.76 286.24: 377.58 514.30 514.30 
12 179.87 317.68 419.62 524.23 524,23 
13 197.35 350,16 463.19 534.37 534.37 
14 215.16 383.70 508.37 544.70 544,70 
15 933.28 418.33 555.22 555.22 555.22 
16 251.68 454.11 565.89 565.89 565.89 
17 270.34 491.07 576.71 576.71 576.71 
18 989.22 529.31 587.67 587.67 587.67 
19 308.32 568.89 598.74 598.74 598.74 


20 327.58 609.92 609.92 609.92 609.92 
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Yeurs elapsed 
since issue Ordinary 20 Payment 15 Payment 10 Payment Single 


of policy Life Life Life Life Premium Lift 
25 425,49 666.72 666.72 666.72 666.72 
30 522.92 723.24 723.24 723.24 723.24 
35 615.14 776.73 776.73 776.73 776.73 
40 698.21 824.93 824.93 824.93 824.93 
45 774.29 869.06 869.06 869.06 869.06 


The dividends paid on participating policies will 
likewise be larger in the case of higher premiums. 
This is due almost entirely to the larger reserves ac- 
cumulated. It will be remembered that one impor- 
tant element that enters into the determination of divi- 
dends is interest earned on assets in excess of the rate 
assumed in calculation. Illustrative dividends are 
here shown. 


DIVIDEND FOR 20 YEARS—LIFE POLICY, AG 35 


Duration of 


Policy in Continuous 20 Payment 
years Premium Life Life 
1 $4.15 $ 4.45 
Q 4.30 4.75 
3 4.55 5.05 
4 4.75 5.40 
5 4.95 5.70 
6 5.20 6.10 
tf 5.40 6.45 
8 5.65 6.85 
9 5.90 7.25 
10 6.15 7.65 
11 6.65 8.35 
12 6.95 8.80 
13 7.25 9.25 
14 7.55 9.70 
15 7.85 10.20 
16 8.40 10.95 
17 8.75 11.50 
18 9.10 12.00 
19 9.50 12.55 


20 9.90 13.05 
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_It is possible to purchase insurance by a single 
premium tho in most cases this is not suited to the 
economic condition of the policy-holder. The pri- 
mary purpose of insurance being the preservation or 
continuation of income, the premium usually repre- 
sents a deduction from current income. ‘The whole 
life policy at age thirty-five can be purchased in one 
instance by a single premium of $435.41 per $1000 
insurance; but the year’s income that can stand this 
deduction for insurance without injury to the other 
demands upon it can not be protected by $1000 of 
indemnity. The single premium method of paying 
for insurance is thus available only to persons of 
wealth and offers an opportunity of so dividing an 
estate that part can be devoted to the care of future 
obligations, the remainder being used to satisfy pres- 
ent needs. ‘The last column of the table of reserves 
on pages 64-65 gives the reserve at the close of each 
specified year on single premium policies. This re- 
serve is equal to the net single premium for the in- 
surance at the age attained. 

3. Increasing the frequency of premium payments. 
—It sometimes happens that policy-holders find diffi- 
culty in meeting insurance premiums which fall due 
once a year. ‘The margins between income and ex- 
penditures are so small that it requires more foresight 
than many men possess to save small. amounts from 
their monthly income in order to meet the annual in- 
surance premium when due. ‘To meet this situation 
the insurance policies which have been discussed may 
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be purchased by premiums paid semi-annually, quar- 
terly, and in some cases monthly. Indeed, in the 
“industrial” branch of the business of a commercial 
life insurance company premiums are payable weekly. 
Clearly, the cost of collecting and crediting monthly 
or quarterly premiums will be greater than for an- 
nual premiums, hence, the policy-holder will pay a 
small additional amount for the privilege of paying 
his premiums more frequently than once a year. A 
brief illustration will show the principle on which this 
amount is determined. ‘The starting point is the an- 
nual premium. It is increased by three per cent and 
the result divided by two to determine the semi-annual 
premium. ‘The annual premium increased by five per 
cent and the result divided by four will give the quar- 
terly premium. Different companies vary the per- 
centages used, but the principle is the same. 

4, Methods of paying losses—lump payments.—Ilt 
has been assumed in most of the preceding discussion 
that the company pays the face value of the insurance 
policy upon the happening of the contingency insured 
against. Thus upon the death of the insured the 
beneficiaries under an ordinary life policy will re- 
ceive the face amount, $1000. But the previous dis- 
cussion of life risks brought out the fact that the re- 
ceipt of a cash sum such as this does not always satisfy 
the purpose for which the insurance was taken. In- 
surance was defined in one instance as protectior 
against the loss of income thru premature death. If 
this lost income is best replaced by cash then the policy 
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will be so paid; but if the obligations of the insured 
can best be satisfied by the continuation of income 
then the proper method of settling a matured claim 
will be thru the payment of income. ‘To illustrate, 
partnership insurance is carried by the members of a 
firm to prevent the disruption of the business by the 
death of one of the partners and the consequent ne- 
cessity of liquidation. Cash is urgently needed at 
once and it would be folly to consider any other 
method of payment of the policy than by cash. 

But a policy carried for the protection of one’s 
family covers a different need. The average wife 
knows nothing about investing or caring for money 
and if she received a large sum upon the death of her 
husband would stand a fair chance of losing it. She _ 
needs income. Recall that the insurance company’s 
obligations are not fulfilled by furnishing indemnity 
against premature death; it has an investment func- 
tion also, and one phase of this function is the admin- 
istration of the proceeds of insurance policies for the 
benefit of those who need income but do not have the 
training to care for capital. In the ideal situation all 
insurance for family protection would better be paid 
in the form of income instead of cash, but it frequently 
happens, indeed it is probably the usual case, that in- 
surance carried is insufficient to replace the income 
loss suffered by dependents of one deceased. In this 
case the sum insured must be used to bridge over a 
period of readjustment and may be so small that its 
receipt in the form of an income over a period of 
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several years would defeat its purpose. In such a 
case the insurance should be paid in a single cash sum. 

5. Income insurance.—The principle of income in- 
surance is simple. The value of a matured claim is 
held by the insurance company and increased by in- 
terest earnings. From this fund of principal and in- 
terest the company pays stated amounts at periodic 
intervals to the beneficiaries under the policy. The 
income may be one of two types, the annuity cer- 
tain or the life annuity. The more popular name for 
them, in common insurance parlance, is the instalment 
and the annuity. The former is characterized by the 
gradual use of principal and interest of the fund held 
by the company until both are completely exhausted; 
the latter by the application of the insurance prin- 
ciple to the distribution of this capital fund in such 
way as to make it extend exactly over the life of a 
particular individual or more than one. By the one 
method a fund can be made to extend over a definite 
number of years, depending on the size of the periodic 
payments and the rate of interest realized; by the 
other, the rate of interest and the size of the income are 
important factors, but the controlling factor is the life 
of the recipient, for the cost is calculated on the as- 
sumption that income will be paid only during life 
and this requires the application of the rates of sur- 
vival according to some mortality table used as stand- 
ard. This method can be made to operate with large 
groups of persons, that is, the principle of average is 
applied, and some persons will receive more than their 


78 INSURANCE 


actual funds with interest, while others will receive 
correspondingly less. 

6. Instalment and annuity payments.—The instal- 
ment income is sometimes called group protection 
since it may be made payable for the benefit of several 
persons; it is therefore especially adapted to the needs 
of a widow with dependent children. The annuity 
income, being contingent upon the life of a particular 
person is not suited to the needs of a group, and is 
therefore called individual protection. In practice 
the commercial companies lay emphasis on three kinds 
of income policies, known as ordinary instalments, 
continuous instalments, and annuities. The first and 
last are identical with the types described; the con- 
tinuous instalment is a combination of the two. It 
furnishes a guaranteed income for a stated number 
of years, the receipt of payment after this period be- 
ing contingent upon the life of a particular person. 
This is one of the most valuable contracts issued by 
insurance companies. It was developed especially to 
meet the needs of a widow with children. By means 
of it a husband and father can be assured that after 
his death an income will be forthcoming for a definite 
number of years until the children will have grown 
to maturity and that the same income will be con- 
tinued to his widow until her death. 

Policies can be issued to enforce any of these meth- 
ods of settlement if the insured so desires. Many 
men, realizing the necessity of an agency to admin- 
ister insurance funds in order to realize the purpose 


LIFE POLICY MODIFICATIONS 19 


for which they have been provided, thus fix the mode 
of settlement when the insurance is effected. But 
there are many cases in which the insured does not 
know at the time his policy is issued what his particu- 
lar needs will be at a later time. For this situation a 
fixed mode of settlement is not satisfactory. It is the 
universal practice of the commercial companies to in- 
clude in their standard policies a clause giving the 
insured the right, in case he wishes to reserve it, to 
choose the mode of settlement at any time or to change 
it as conditions change; and if he does not exercise this 
option his beneficiaries may do so after the policy has 
matured. ‘The companies and their solicitors are fol- 
lowing the highly commendable practice of acting as 
advisers to beneficiaries of matured policies to see that 
these options are understood and that the best mode 
of settlement for the particular situation is selected. 

7. Duration of the insurance.—The ordinary life 
policy being permanent insurance, its premium carries 
a charge for mortality to the maximum age at which 
the policy may be in force, and this may extend to age 
ninety-six. ‘There is something illogical in carrying 
insurance against premature death after age seventy 
or seventy-five, for death at these ages can scarcely be 
said to be premature. The protection function of in- 
surance has been emphasized repeatedly as the func- 
tion of covering the income from productive services. 
For later years a different type of need exists. To 
deal consistently with the problems it is trying to 


solve, therefore, life insurance should not offer pro- 
XLX—7 
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tection insurance beyond the age of protection needs. 
Only in case the mortality charge practically disap- 
pears and the premium becomes an accumulating in- 
vestment can the ordinary life policy be said to fit the 
needs of the insured in these later years. This phase 
of the policy will be considered shortly. Meanwhile 
it is important to consider the extent to which the type 
contracts may be modified in the direction of furnish- 
ing pure protection during productive years. 

If one’s need for the services of an insurance com- 
pany is limited to the protection of income from pro- 
ductive activity, the ordinary life policy, furnishing 
permanent insurance, is more than satisfying this 
need, for this policy furnishes protection against 
premature death until age ninety-six, in addition to 
accumulating the sum insured by that time. The 
premium therefore includes a mortality charge until 
this time. ‘This element of the premium, from an 
economic point of view represents an unnecessary ex- 
pense to the policy-holder. If he desires insurance 
protection only until age sixty-five the policy which 
fits his need will not exact a mortality charge after 
this time. To meet this situation insurance com- 
panies issue policies of shorter duration than whole 
life, called term policies. The term contract which 
will cover protection needs completely will extend if 
necessary to the age of retirement. 

8. Purpose of term insurance.—It is sometimes dif- 
ficult to purchase this contract from old line com- 
panies. ‘The special situations which call for term in- 
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surance, and for which nearly all companies furnish 
contracts are those in which a temporary need for in- 
surance arises. A man may want an additional 
amount of protection in the formative period of his 
business; or his firm may wish to protect itself against 
the consequences of his death. These are temporary 
needs and disappear in time. A mortgage being paid 
off in instalments may need the protection of insur- 
ance. ‘The short term policy offers a convenient, and 
the cheapest means of furnishing protection of this 
sort. ‘Term policies are issued in most cases for pe- 
riods of five or ten years; a very few companies issue 
them for fifteen and twenty years. 

9. Premiums on term insurance.—It will readily be 
seen that the cost of the term policy is less than for 
whole life insurance, since it will take into considera- 
tion only the chances of death within the period cov- 
ered. Theoretically term insurance may be _ pur- 
chased by single premiums or level annual premiums, 
as was the case with the whole life policy. Practi- 
cally, the level premium only is used. The difference 
in the annual costs of ordinary life, limited payment 
life, and term policies is shown in the accompanying 


table: 
NET ANNUAL PREMIUM PER $1000 INSURANCE 
Am. Exp. 3 Per Cent Basis 


Twenty 
5-year 10-year 15-year 20-year Ordinary payment 
Age term term term term life life 
25 $ 7.96 $ 8.14 $ 8.37 5 8.66 $16.11 $24.98 
35 8.97 9.42 10.03 10.91 21.08 29.85 ~ 
45 11.68 13.14 15.12 17.63 29.67 37.35 


55 20.71 24.86 29.85 35.24 45.54 50.66 
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The premiums for term insurance, being much 
smaller than for other policies, will be more nearly 
exhausted each year in the payment of current mor- 
tality costs. Thus an important difference arises in 
the case of the term policies, that there is little ac- 
cumulation of excess premiums held by the company 
to the credit of policy-holder. Level premium term 
insurance is thus a near approach to what has been 
called yearly cost insurance. This is shown by the 
reserves on term policies. 

Reserves of such small amounts can practically be 
neglected by the company with no serious injustice 
to the policy-holder. For this reason surrender val- 
ues are seldom given when term policies of short dura- 
tion are canceled. 

Term policies differ from whole life in another im- 
portant respect, namely, that at the close of their 
duration they expire with no return to the policy- 
holder. In other words, a term insurance contract 
is identical in principle with the fire insurance policy 
with which most people are familiar. Protection is 
purchased for a definite number of years. The in- 
surance company stands ready to pay the claim at 
any time during this period upon the happening of 
the event insured against. If the event does not oc- 
cur the company has nevertheless earned its premium. 
We do not expect our houses to burn just because 
they are insured, and we do not think of asking for a 
return of the fire insurance premium if no loss has 
occurred. So itis with the term insurance. It repre- 
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sents a purchase of temporary protection and if the 
period expires without death having occurred nothing 
is paid on the policy. 

10. Advantages and disadvantages of term msur- 
ance.—The commercial companies emphasize term in- 
surance as desirable only in those cases where the 
protection is of temporary character. It is doubtful, 
however, whether the majority of term insurance poli- 
cies sold are intended to cover needs that will expire 
within a few years. An instance may be cited where 
a group of insurance solicitors was asked what kind 
of insurance each carried. While almost without ex- 
ception they had favored whole life or endowment 
insurance, the answers to the question revealed that 
nearly two-thirds of those present, including most of 
the younger men, carried term policies. This indi- 
cates the probable truth that many men carry term 
insurance in early life when their protection needs are 
great and their income relatively small. 

The objection that is brought against term policies 
for this use is that they may expire before the need for 
protection is past, and the policy-holder may be left 
in later years in a physical condition that renders him 
uninsurable at a time when his insurance needs are 
great. As short term policies that make no provision 
for this situation do not fully meet the needs of the 
insured, a modification has been introduced. It con- 
sists in making the policy renewable without medical 
examination at the close of its duration, or permitting 
its conversion within a certain time to a more perma- 
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nent type of insurance. The renewal and conversion 
clauses thus found in some term policies enable the 
insured to maintain his insurability. The conversion 
clause is quite generally found in term policies, the 
renewal clause in very few. Under a renewed policy 
the insured pays a higher premium for the second 
term. Thus the net annual premium for a ten year 
term from age thirty-five (Am. Exp. three per cent 
basis) is $9.49; if renewed at age of forty-five for 
another ten years, the net premium for the second 
period is $13.14 per year. The objection of most 
companies to the renewal clause lies in the fact that 
the privilege of continuing the insurance for a second 
term without medical examination will probably be 
used only by those who would otherwise be uninsur- 
able. In other words, it creates an adverse mortality 
selection against the company; and since term policies 
do not accumulate reserves to extinguish the msurance 
liability, a company with a large proportion of term 
risks on its books may be saddling itself with an 
unknown future lability sufficient to endanger its 
solvency. 

The conversion clause offers no such difficulty. It 
permits the exchange of the term policy for one on 
which a higher premium is paid for the same amount 
of insurance. ‘The conversion may be effected as 
of the date of the original policy, in which case future 
premiums will be those payable at the age of original 
issue on a policy of the type selected, and the differ 
ences between this premium and the premium paid on 
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the term policy will have to be made up to the com- 
pany. Sometimes this is done by paying the differ- 
ence in back premiums with interest compounded at 
five or six per cent; sometimes by the payment of the 
difference in reserves on the two policies. On the 
other hand, the new policy may be issued as of the age 
attained at the time of conversion, in which case the 
premiums payable will be those due from this age, and 
no back payments will need to be made. 

The objections of some companies to the term pol- 
icy are so great that they refuse even to offer a con- 
version privilege, thereby insisting that term insur- 
ance must be used only for temporary protection. A 
way out of this difficulty which will protect the inter- 
ests of the company and still enable the policy-holder 
to obtain protection without investment accumula- 
tion will be to issue level-premium term policies ex- 
tending thruout the productive period of life. The 
“term to sixty-five” is the logical solution of the prob- 
lem. In only one or two instances, however, has this 
policy been offered to the public. Were it popu- 
larized it would make possible a very desirable situa- 
tion in insurance, the separation of the insurance and 
investment elements of the policy and the issue of 
each as separate contracts. The companies claim with 
much justice that it is difficult to make the insured 
understand that he has value received for his pre- 
mium at the expiration of the term policy; but this 
situation is remedied by ending the discussion of the 
ideal policy and talking in terms of needs. The term 
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policy covers but one need; it is pure protection. It 
does not in any way concern itself with the savings 
and accumulation function of the life insurance com- 
pany. ‘This phase of the life insurance contract must 
now be considered. 

11. Accentuated accumulation—endowment insur- 
ance.—\WVhole life and term policies stress the protec- 
tion function of life insurance, since they furnish cov- 
erage mainly against premature death; the one being 
permanent, the other temporary insurance. In fact, 
this coverage was named as characteristic of the gen- 
eral class of life policies to which they belong. But 
protection against premature death is but one of two 
needs of the insured; he needs also to save money to 
care for obligations which at their maturity cannot 
be met from current income or which mature in old 
age. Life insurance has an investment function no 
less important than that of protection, and it is neces- 
sary to consider the extent to which policies must be 
modified for this purpose. It will be remembered 
that the investment function covers two activities. 
The administration of the proceeds of matured poli- 
cies for beneficiaries has been considered in connection 
with the ordinary life policy. Of equal importance 
is the necessity of furnishing a means whereby one can 
make investments periodically from current savings 
and have these preserved and accumulated at interest 
to care for later needs. 

The whole life or term policy can perform this func- 
tion only insofar as it represents capital accumulation. 
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It has been seen that there is at no time a reserve value 
on. the term policy of sufficient amount to be con- 
sidered as accumulated capital. So small is this re- 
serve that many term policies have no surrender value 
upon cancelation. Ordinary life and limited pay- 
ment life policies differ from term insurance in the 
important respect that the amount of the policy will 
certainly be paid if the insured performs his part of 
the contract by the payment of premiums. It has 
been seen that these policies for a considerable number 
of years carry a surplus in each year’s premium above 
the cost of that year’s protection against premature 
death for the sum insured. ‘These surplus premiums 
are held by the company and increase with interest, 
thus creating a reserve value, which must always be a 
part of the insurance company’s assets so long as it re- 
‘mains solvent. This reserve value gradually extin- 
guishes the insurance liability on the policy and if the 
insured lives until age ninety-six, the company holds 
the entire amount insured and pays it to the benefici- 
ary. It is not true therefore that the insurance fund 
carried equals at all times the sum insured; for, when- 
ever death occurs this sum is paid, but at the same time 
the reserve liability is canceled. In other words, the 
amount at risk is always equal to the face value of the 
policy less the reserve accumulations. Instead of con- 
sidering the whole life policy as an insurance for $1000 
the more correct way to view it is as an accumulating 
investment plus insurance for the difference between 
the reserve and the sum insured. By this means 1t is 
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possible to determine the proportion of the annual 
premium which is being used to pay mortality costs 
and the amount which is being invested at interest. 

12. Comparison of policies—Some salient features 
of the various forms of life insurance policies are 
brought out in the followig table: 


“COST OF INSURANCE” PER $1000 UNDER DIFFERENT 
POLICIES 


Issued at age 35, Am. Exp. 3 per cent Basis 


~ ~ j=} 
g u g g e 19 ~ a = 
> He 85 HhS AS Has OF BS. 
Ist $5.12 $8.20 $8.64 $8.77 $875 $883 §$ 8.93 
2nd 5.14 7.54 845 - 8.72 8.68 8.85 9.05 
3rd 5.14 6.82 8.25 8.67 8.60 8.87 ONG 
4th 5.16 6.07 8.04. 8.62 8.54 8.90 9.32 
5th 5.18 5.25 7.81 8.57 8.46 8.93 9.48 
6th 5.21 4.38 7.57 8.53 8.39 8.98 9.67 
7th 5,24: 3.42 731 8.47 8.31 9.03. 9.86 
8th 5.27 9.38 7.03 8.42 8.23 9.09 10.09 
9th 5.31 1.25 6.73 8.37 8.14 9.15 10.33 
10th 5.37 Policy 6.42 8.33 8.06 9.25 10.63 
11th 5.42 matures 6.06 8.29 eo 9.35 10.95 
12th 5.50 end of 5.69 8.26 7.89 9.48 11.33 
13th 5.59 tenth 5.27 8.22 7.80 9.63 11.76 
14th 5.70 year 4.80 8.20 dei 9.82 12.26 
15th 5.83 4.27 8.18 7.62 10.05 12.86 
16th 5.98 3.67 8.17 7.52 10.31 13,55 
17th 6.16 2.97 8.14 7.40 10.61 14.33 
18th 6.35 2.14 8.09 7.24 10.94 15.22 
19th 6.55 1.16 8.02 7.04 11.30 16.24 
20th 6.79 Policy 7.92 6.79 11.70 17.40 
21st 7.04 matures 7.76 Sameas 12.13 Policy 
22nd 7.31 end of 7,54 single 12.60 expires 
23rd 7.60 twentieth 7.24 premium 13.10 end of 
Ath 7.91 year 6.82 life 13.63 | twentieth 


WW85th 8.24) 6.28 hereafter 14.20 year 
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26th 8.59 Dot 14.81 
27th 8.97 4,64 15.46 
28th 9,86 3.45 16.14 
29th 9.77 1.93 16.85 
30th 10.21 Policy 17.59 
35th 12.67 matures 21.85 
40th 15.24 end of 26.26 
AdSth io thirtieth 29.73 
50th 19.13 year 32.97 
55th 21.68 37.36 
60th Q4,.97 43.04 
61st Policy Policy 

matures matures 
at age at age 
96 96 


Column seven of the table showing “costs of insur- 
ance” per $1000 shows these costs on the ordinary life 
policy issued at thirty-five for thirty years following 
its issue and thereafter for each fifth year until the ul- 
timate maturity of the policy at age ninety-six. 

The objection to this policy as an investment con- 
tract is that it carries a mortality charge, the cost of 
insurance figure just referred to in the table, to the 
maximum duration of the policy; and in the later 
years of the policy this is relatively large, being $21.85 
at age sixty-nine and thence increasing to $43.04 dur- 
ing age ninety-four. If the previous analysis of life 
risks has been correct, the payment of mortality costs 
at these ages has no economic justification, for mor- 
tality charges are supposed to cover the loss of income 
from productive services and the productive period of 
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life has passed for most men at these ages. As one 
makes the transfer from productive life to old age 
the logical thing is for the insurance charge to dis- 
appear, for one’s policies to become accumulating in- 
vestments or to mature in such way that they can be 
used to replace the income which has ceased. 

The basic reason for the issue of limited life policies 
is to make the period for the payment of insurance 
premiums coincide with the period of income earning. 
The payment of limited premiums for insurance, how- 
ever, leads to another result no less important. The 
higher premiums produce larger reserves and these 
more nearly extinguish the insurance liability of the 
policy. Column six of the table of costs of insurance 
shows that the mortality cost under a twenty payment 
life policy during the year in which the last premium 
is paid is $6.79, as compared with $11.70 for the same 
year on the ordinary life policy. So the limited pay- 
ment policy in making premiums coincide with the 
period of active earning power accomplishes the log- 
ical result of more rapidly extinguishing the insur- 
ance liability as old age approaches. 

13. Providing for old age needs.—But even this 
policy fails to perform completely the investment 
function of life insurance, since it carries a mortality 
charge as long as it remains in force. This function 
is performed by the accumulation of capital for use 
in old age or for periods when capital needs are 
greater than can be supplied from current income. 
Strictly, it has no concern with premature death; at 
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least old age needs mature after productive capacity 
has ceased. The logical investment contract, there- 
fore, is one which will completely extinguish the in- 
surance liability at the time when investment obliga- 
tions normally mature. Clearly, therefore, the poli- 
cies thus far discussed must be further modified if they 
are to be used for this purpose. ‘This modification 
will take the form of a premium sufficiently large to 
accumulate a reserve equal to the sum insured by the 
time capital needs mature. On the basis of the some- 
what arbitrary division of life into three periods, as 
used in illustrations heretofore, the age at which this 
should take place is sixty-five. If the principle is cor- 
rect the age for such maturity can be arranged to meet 
the needs of a particular case. ‘The type of contract 
which is here suggested is issued by all commercial 
insurance companies and is called the endowment in- 
surance policy. The statement that the characteristic 
of life policies is protection against premature death 
is less true in case of an endowment than any of the 
contracts thus far discussed, for the endowment subor- 
dinates protection to investment. The conclusion 
might well be drawn that the ideal type of investment 
contract to provide for the needs of later life will be 
a straight savings bank accumulation, supplemented 
during productive years by a separate policy carry- 
ing protection against premature death. The en- 
dowment insurance policy offers this ideal arrange- 
ment in one contract. ‘The table of comparative pre- 
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miums and values on different policies shows reserves 
on five different policies. 


COMPARISON OF PREMIUMS AND VALUES ON DIFFERENT 


POLICIES 
$1000 insurance, age 35, Am. Exp. 3 per cent basis 
Twenty Endowment Twenty 
year Ordinary to age year Ten year 
term life sixty-five endowment endowment 
Net annual 
premiums $10.91 . $21.08 $27.83 $ 41.97 $89.30 
1 2.31 12.88 19.90 34.59 83.78 
2 4.56 26.13 40.44 70.40 170.74 
3 6.76 39.76 61.66 107.50 961.02 
ea 8.88 53.77 83.55 145.91 354.76 
5 10.90 68.16 106.16 185.71 452.13 
6 12.79 82.94 129.48 226.93 553.29 
7 14.54 98.11 153.56 269.66 658.45 
8 16.13 113.68 178.42 313.94 767.80 
9 17.51 129.65 204.06 359.85 881.57 
10 18.64 146.01 230.52 407.45 1000.00 
11 19.49 162.76 257.82 456,84. 
12 19.98 179.87 285.97 508.08 
13 20.05 197.35 314.99 561.28 
14 19.63 215.16 344,91 616.55 
15 18.59 233.28 375.35 674.00 
16 16.83 251.68 407.52 733.77 
17 14.23 270.34 4.4.0,28 796.05 
18 10.67 989.29 474.06 861.01 
19 5.99 308.32 508.93 928.91 
20 0.00 327.58 544.94 1000.00 
25 425.49 745.98 
30 522.92 1000.00 
35 615.14 
40 698.21 
45 774.29 
50 844.01 
55 905.59 
60 949.79 


$1 1000.00 
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These reserves in any year offer a measurement of 
the extent to which investment predominates over in- 
surance in the different contracts. ‘The table shows 
endowments of ten, twenty and thirty years’ duration 
and the premiums in each case show the annual cost 
to accumulate $1000 within the policy duration. 
Thus the insured has a measure of the sum which must 
be deducted from his yearly income in order to satisfy 
obligations in ten, twenty and thirty years respectively 
to the extent of a $1000 capital fund. The insurance 
element in these several contracts is just sufficient to 
guarantee that in case the insured dies before the 
maximum policy duration is completed the amount of 
his capital fund will be available at the time of death. 
The table of costs of insurance per $1000 under differ- 
ent policies furnishes a measure of the amount of pro- 
tection against premature death, that is, of the dif- 
ference between the sum insured and the reserve, on 
seven different policies that have been considered. 
Thus the policy-holder has $5.31 worth of insurance 
during the ninth year on a single premium life, on a 
ten year endowment he has $1.25 worth of insurance; 
and so each separate policy represents a different 
amount at risk during this year. 

The fact that the twenty year endowment has re- 
ceived the lion’s share of attention from life insurance 
companies in the past has acted very much to the detri- 
ment of the true function of endowment insurance. 
A twenty years endowment policy should be taken 
out by one aged thirty-five only in case he wants to 
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complete savings for any special purpose at age fifty- 
five. If he is saving for old age and expects to retire 
at sixty-five, the logical policy for him to take is the 
“ endowment to sixty-five,” and so for other ages. 

14. The disability clause-—Policy contracts issued 
by commercial life insurance companies have to a 
large extent been standardized. Competition has 
been the most potent force in bringing this about, tho 
in recent years a few states have passed laws requir- 
ing that certain standard provisions be included in 
every contract. The rights, privileges and options 
which have been discussed heretofore are usually made 
a part of each policy. It is not necessary to consider 
these in detail. 

A_recent provision in the contract which has an im- 
portant bearing upon the fulfilment of the purposes of 
insurance is the disability clause. ‘The early part of 
this discussion emphasized the fact that the life risks 
covered by insurance policies were only two among 
many to which the individual is exposed. The func- 
tions of insurance are not limited to protection against 
these two risks, of course, but it is not desirable that 
hazards of heterogeneous character be covered by the 
same fund. It happens however that the risk of dis- 
ability bears a very close relationship to the risk of 
premature death and the consequent loss of produc- 
tive income. The system of premium payments by 
which life insurance contracts are purchased presumes 
the continuation of income until death occurs or until 


the age of retirement. A cessation of income may 
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occur thru many causes, such as sickness or accident. 
Where the duration of these occurrences is more or 
less temporary they need have no serious effects upon 
the continuation of one’s insurance. If, however, one 
should become permanently incapacitated it might be 
necessary to discontinue insurance which is vitally 
needed. Permanent and total disability has been 
called a living death, for it leaves the insured in a state 
of inability to earn income but with living expenses 
continuing as before and possibly increased by the 
costs incident to a disabled condition. 

The frequency with which permanent and total dis- 
ability occurs is not great. The best available Ameri- 
can experience shows that at age twenty-five the 
chances of becoming disabled within one’s life ex- 
pectancy are about one in sixteen; at age thirty-five, 
one in ten; and age forty-five one in five. The life 
expectancy at these ages will carry one approximately 
to the age of retirement, so these figures offer a fair 
measure of the need for protection against total and 
permanent disability. Although they show the risk to 
be small, they do not furnish a true measure of the 
need for protection. They are rather a gauge to the 
cost of such protection. The true measure of need is 
the consequences of disability to the insured. The 
same experience which produced the above data shows 
that the average length of time between the occur- 
rence of disability and death is one year, four months 
and twenty-eight days. If this average were experi- 
enced by every disabled person the need for separate 
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protection would still not be great, since but two pre- 
miums would have to be paid after disability before 
the policy would mature by death and they could 
readily be borrowed from the company under the pre- 
mium loan clause of the contract. The real need for 
disability protection arises from the fact that particu- 
lar cases occur where years elapse between disability 
and death. The consequences then are very serious. 
The true solution lies in the application of the insur- 
ance principle, protection to the individual. 

The benefits given under these clauses at the pres- 
ent time are of three types, the waiver of premiums 
during the period of disability, the maturity of the 
policy upon proof of disability and its payment at 
once in some form, and the payment of a straight dis- 
ability income without decreasing the sum payable at 
death. The waiver of premiums is in some respects 
a very satisfactory benefit; it furnishes a guarantee 
of first importance that the policy will not lapse 
through non-payment of premiums during the period 
of incapacity. ‘Thus it meets the need of protecting 
the insurance. It fails wholly to replace the income, 
which ceases upon disability and is inadequate in this 
respect. It was for this reason that many of the 
waiver of premium clauses were soon modified by the 
provision that the policy should mature upon proof 
of disability and the sum insured be paid in instal- 
ments. But even this desirable addition to the benefit 
has a defect. Granted that the sum insured is a true 
measure of obligations after death the adequacy of this 
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provision is reduced by every deduction made while 
living. It follows therefore that true disability pro- 
tection requires the preservation of the insurance fund 
for post-mortem uses and the payment of a separate 
disability annuity to take the place of income between 
disability and death. ‘This type of disability clause 
has appeared on the market recently and is now being 
issued by several insurance companies. It usually 
promises the waiver of premiums and the payment of 
an annual income equal to one-tenth the sum insured 
during the period of disability and the entire sum in- 
sured is paid upon death or the maturity of the policy. 


REVIEW 


To meet what needs were limited payment policies devised? 

If payments are more frequent than once a year what is the 
effect upon premiums? 

In what different ways may the losses be paid? 

Explain term insurance, its advantages and disadvantages. 

What are the arguments for endowment insurance? For 
twenty year endowments as compared with other terms. 

In what forms is the disability clause introduced into life 
policies? 


CHAPTER VI 
ANNUITIES AND PENSIONS 


1. Purpose of annuities—The contracts issued by 
life insurance companies are grouped into two classes, 
life policies and annuities. It was stated that the 
characteristic of the latter was the provision of a life 
income during old age. Annuity contracts are thus 
concerned with the investment function of life insur- 
ance and more specifically, as will be seen presently, 
with the administration of capital funds for use in old 
age. ‘The need of an institution to care for such funds 
and to guarantee that they will be available as needed 
is clearly demonstrated by the fact that many men ac- 
cumulate a competency during the prime of life and 
then lose it thru speculation or unwise investments. 
The truth of the representations in the following 
figures taken from the quotation on page 28 can be 
demonstrated within the range of almost anyone’s 
acquaintance. Of one hundred average men starting 
at age twenty-five, sixty will have moderate resources 
or be wealthy by thirty-five; at forty-five all but three 
of those who had previously made and saved money 
will have lost all their accumulations; by fifty-five one 
will have become very rich and three will be in good 


circumstances; the remainder of those living are either 
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working or are more or less dependent upon others for 
support; by age sixty-five one is still rich, four are 
wealthy, fifty-three are dependent upon children, rela- 
tives or charity. The survivors at age seventy-five 
number but thirty-seven; sixty of those who died left 
no estate; two of the five rich men have lost their 
money; the remainder of the thirty-seven are depend- 
ent. If these figures are anywhere near approxi- 
mately true they demonstrate the need for an institu- 
tion which will receive savings intended for old age 
support, preserve them in safe investments, and re- 
turn them to the owner in some form of income dur- 
ing the period for which they are intended. The life 
insurance company performs this function by the sale 
of annuities. 

2. Kinds of annuities: Immediate annuities — 
There are many different kinds of annuity contracts, 
especially in those countries where this type of insur- 
ance has been extensively developed. The most im- 
portant are the immediate and the deferred annuity. 
The former is purchased by a single cash payment and 
pays a stated income periodically thereafter to the 
annuitant. As the name suggests, the income is usu- 
ally annual, but the term is freely applied today to 
monthly incomes as well. Immediate annuities may 
be of the straight life type or guaranteed. The in- 
come in the case of the former is payable only during 
the lifetime of the recipient. It is thus made to fit 
exactly the old age period. 

Many persons find objection to this contract in 
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the fact that death may occur very soon after the in- 
come is purchased. A very small return is apparently 
obtained for the purchase price. This is due to the 
fact that the insurance principle of average is applied 
in determining its cost. The income is guaranteed for 
the complete lifetime of the insured and it matters not 
whether this be one year or thirty. The cost is based 
upon the rate at which deaths occur at these ages and 
is measured, the same as insurance costs, by a mortal- 
ity table. 

The assumption is made and is borne out by experi- 
ence that for every person who receives less than his 
purchase price another will receive correspondingly 
more. ‘Thus an immediate annuity purchased from 
one of a number of insurance companies in the United 
States by one aged sixty-five for $1000 will guaran- 
tee $112.61 per year thereafter for life, the first pay- 
ment being made one year after date of purchase. 
Should the insured die within the year less than one 
complete payment will be received; should he live for 
twenty years, he will receive $2252.20 or two and a 
quarter times his original outlay. It is in this way 
that the life annuity exactly fits a particular need; by 
means of the principle of averages it transforms a 
capital fund into an income the duration of which can- 
not be known in individual cases in advance but which 
can be measured with approximate exactness in deal- 
ing with large groups. 

3. Guaranteed annuity.—Despite this very desir- 
able characteristic of the life annuity many persons 
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object to the possibility of receiving less than the pur- 
chase price, an objection which has no economic basis 
where no more than one person is dependent upon 
the income. The guaranteed annuity is the answer 
to this objection. It likewise promises payment thru- 
out the lifetime of the annuitant but adds a supple- 
mentary agreement to the effect that a minimum num- 
ber of payments will be made under any circum- 
stances, usually a sufficient number to cover the orig- 
inal cost. Granted that the psychological objection 
to the straight life annuity could be removed there is 
still use for the guaranteed annuity. Where the per- 
son in receipt of the income still carries financial obli- 
gations to others than himself the guaranteed annuity 
gives assurance that his death will not leave these obli- 
gations wholly unprovided for. 


AMOUNT OF ANNUITY ON MALE LIVES PURCHASED BY 
$1000 
Eleven different rates used by various companies 
Annual income for life, if purchased at: 


Age 55 age 65 age 75 
1 $83.64 $116.31 $161.39 
2 83.51 115.14 163.88 
3 82.30 115.21 163.93 
4 80.81 IRR V6 160.72 
5 80.65 11261 158.73 
6 79.23 110.98 157.48 
7 78.86 107.99 160.51 
8 78.68 107.87 160.00 
9 77.10 103.41 153.37 
10 74.51 102.54 153.46 
11 70.27 95,24 140.25 
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COMPARISON OF STRAIGHT LIFE AND GUARANTEED 
ANNUITIES 


Return on investment of $1000 


Annual income after age: 


55 65 75 
JLARS GUNNA? Cagooseosac $74.51 $102.54 $153.46 
Guaranteed annuity (a)1 65.44 83.41 113.52 
Guaranteed annuity (b)1 63.61 79.99 106.86 


1Jt is (a) agreed that, upon the death of annuitant if sum of an- 
nuities previously paid is less than capital invested, company will con- 
tinue payment until total amount paid shall equal amount of capital 
invested; it is (b) agreed under above circumstances to return differ- 
ence between amount paid and annuities and amount of capital invested, 


The first table shows different rates quoted for an- 
nuities in the United States; in some cases the rate 
given is used by a single company, in some by several. 
The quotations show the amount of income received 
yearly on a straight life annuity for a capital invest- 
ment of $1000, when purchased at age fifty-five, sixty- 
five or seventy-five. This method of quotation per- 
mits the determination at a glance of the percentage 
return yearly on the investment. ‘Thus the first case 
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shows 11.6 per cent at age sixty-five, the last 9.5 per 
cent. The table furthermore shows the extent to 
which the return varies as the age at time of purchase 
varies. At age fifty-five the return is 8.8 per cent, at 
age sixty-five, 11.6 per cent and age seventy-five, 16.1 
per cent for the first rate quoted. This fact has an 
important bearing upon the age at which annuities 
should be purchased in cases where the capital avail- 
able for such investment is limited in amount. Thus 
a man may hesitate to retire at age sixty-five with sav- 
ings of $10,000 knowing that he can obtain an annuity 
of only $1163 per year when by continuing in produc- 
tive work for a few years longer he may increase his 
yearly income thereafter by several hundred dollars. 

The second table shows comparative incomes on 
straight life and guaranteed annuities. Thus $1000 
at age sixty-five returns a life annuity of $102.54; but 
if the purchaser insists on receiving a return at least 
equal to his investment he can obtain only $83.41 per 
year in the one case or $79.99 in the other. 

4. Deferred annuities—The investment in an im- 
mediate annuity presumes that the capital for this 
purpose is athand. ‘This capital fund may have been 
accumulated thru maturing endowments or in va- 
rious other ways. But the endowment insurance pol-_ 
icy does not always furnish the best means of accum- 
ulating the purchase price of an annuity. It is desir- 
able to make definite plans in early life for old age 
needs and in many cases this is best done by a single 
contract which combines a method of accumulation 
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during productive years with the annuity income 
thereafter. ‘The deferred annuity furnishes this type 
of contract. In its simplest form it requires the pay- 
ment of annual premiums thruout the period of 
deferment and at the close of this period, providing 
the insured is still living, begins the payment of the 
promised annuity in return. The contract can be 
purchased by a single premium but for practical rea- 
sons seldom is. The premiums of the insured are in- 
vested and increased at interest during the deferred 
period. If the insured dies before the age at which 
his income is due his premiums are forfeited to the 
insurance fund. ‘This type of contract is often re- 
ferred to as the pure endowment method of accumula- 
tion, the forfeitures by death in a group of such poli- 
cies being used to increase returns to survivors. It is 
oftentimes difficult to explain the character of this 
policy to prospects and the commercial companies 
find it convenient to modify it by promising that in 
case of death before the annuity age is reached the 
amount of premiums paid will be returned without 
interest. This of course very considerably decreases 
the return to the survivors, or to put it another way, 
increases the premium required for an annuity of any 
stated amount. 

The deferred annuity with return premiums is a 
near approach to a straight savings bank method of 
accumulation in which the premiums paid at periodic 
intervals are invested and increased at compound in- 
terest and in which the investor retains full title at all 
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times to his payments and the accumulations thereon. 
This method of accumulation would make an attrac- 
tive addition to the deferred annuity contracts issued 
by commercial life insurance companies but is not at 
present offered by any. 

5. The sale of annuities in the United States — 
While most of the life insurance companies in the 
United States will quote rates for the various kinds 
of annuities they make no special effort to sell them. 
The annuity business is done mostly “over the coun- 
ter.” ‘The causes for the failure of insurance com- 
panies thus to realize one of their greatest opportuni- 
ties for usefulness are hard to assign. One impor- 
tant reason is undoubtedly the speculative character of 
our people, who, confronted with great resources, see 
large profits being made in all sorts of ventures, and 
cannot content themselves with the return on safe in- 
vestments. In older industrial countries such as Eng- 
land, where people have become accustomed to con- 
servative investments and slow accumulations, annui- 
ties find a much readier sale. The majority of an- 
nuities sold in the past by American companies have 
been taken by people abroad. It is said that when 
Dr. Emory McClintock constructed his annuity ta- 
bles in 1899 from the experience of fifteen American 
companies only about one-fourth of the number of 
annuitants were actually American lives. 

6. Pension systems.—The annuities sold by insur- 
ance companies are closely akin to the benefits given 


1 Henderson: Mortality Laws and Statistics, p. 15. 
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under the various pension systems in operation in the 
United States. An old age pension is no more or 
less than a life annuity and may be of the immediate 
or the deferred type. Pension systems have been es- 
tablished quite generally for government employes 
and are becoming common in large industrial estab- 
lishments. ‘The familiar example of the Civil War 
pensions is known to all; and many municipalities have 
developed retirement systems for various classes of 
employes, such as police, firemen and teachers. The 
avowed purpose of most of these systems is the same, 
to furnish a fair and just means of releasing super- 
annuated employes from the service for its better- 
ment, and to furnish a cheap and efficient means of 
caring for the old age of wage-earning employes or 
those on a fixed salary and who are therefore unable 
to make this provision unassisted. Such pension 
plans have been inaugurated almost exclusively for 
the lower-income groups, on the reasonable assump- 
tion that their service pay is insufficient to maintain 
them while working and at the same time provide sav- 
ings for old age. ‘They have been characterized there- 
fore by a thoro comprehension of the economic needs 
of such classes. 

Had they been founded with an equally clear com- 
prehension of the scientific basis of annuities or pen- 
sions their outcome would have been less disastrous. 
The Civil War pensions of the Federal Government 
have had the credit of the United States behind them 
and no question arises as to its ability to pay. There 


108 INSURANCE 


has been no need to consider the methods of accumu- 
lating the funds for they have been of the nature of 
immediate annuities supported by the taxing power of 
the Government. 

The majority of municipal pensions, on the other 
hand, have been of the contributory type, that is, the 
employes have during their period of service contrib- 
uted regularly to a retirement fund with the under- 
standing that upon the completion of an agreed period 
of service and the satisfaction of other requirements 
they would be eligible for a life pension. The con- 
tributions of employes are usually supplemented by 
subventions from the municipality. This type of pen- 
sion thus bears several of the characteristics of the de- 
ferred annuity. It is often provided that the employe 
upon the termination of his service before the pension 
is available, shall receive a return of his contributions 
with interest, but in many cases these contributions 
are forfeited in their entirety. ‘The difficulty of this 
type of pension system lies, not with the method of 
contribution, but in a total failure to relate its size 
to the benefits promised. 

7. State and municipal pensions.—AlI|most without 
exception governmental bodies have entered optimis- 
tically into this plan of caring for an important eco- 
nomic need of their employes but have paid little heed 
to the scientific character of the problem with which 
they have been dealing. Indeed there is slight evi- 
dence that the problem has ever been appreciated as 
one involving the application of scientific principles, 
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Within the last few years there has been a gradual 
awakening to this situation and pension commissions 
have been created with the avowed purpose of making 
‘actuarial valuations of existing funds to determine the 
question of their solvency and where necessary, to 
recommend alternative systems which will be finan- 
cially sound. These commissions represent practic- 
ally every part of the country. 

It is interesting to compare the report of the Massa- 
chusetts Commission on Old Age Pensions in 1908 
with the authoritative (1916) report of the Com- 
mission on Pensions of the City of New York. The 
former dealt entirely with the type of pension system 
to be established. It discussed in detail the merits of 
contributory and non-contributory systems and made 
an analysis of pension systems in force in European 
countries. It was not concerned with a scientific 
analysis of the cost of the systems which it discussed. 
The report of the Commission on Pensions of New 
York City and likewise the report of the Illinois Pen- 
sion Commission (1916) are concerned with an ex- 
haustive analysis of the financial condition of the sev- 
eral funds in these two localities. A few figures from 
these reports demonstrate the need for such investiga- 
tions as were made. The valuation of the combined 
pension funds of the city of New York on June 30, 
1914, showed liabilities (the present value of payments 
to be made) of $215,520,413. The assets were $12,- 
744,845, leaving a deficiency of $202,775,568. Four 
Chicago pension funds valued by the Illinois Pension 
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Laws Commission as of January 1, 1916 showed the 
following results: 


Liabilities Assets Deficiencies 
Police pension fund ......... $32,014,976 $1,412,097 $30,602,879 
Wigs; IMCL Be ocysoooanee 14,103,917 331,906 13,772,011 
MeacherSae: ONG serpent 10,795,641 5,194,442 5,601,199 
Municipal employes’ fund .... 8,640,678 1,865,109 6,775,569 1 


1On assumption of retirement at age sixty. 


8. Carnegie Foundation pensions—The experi- 
ence of the Carnegie Foundation for the Advance- 
ment of Teaching in the eighteen years of operation 
of its system of pensions for retired college and uni- 
versity teachers illustrates very well the failure to 
grasp the financial problem involved in a pension 
system. This corporation at present holds approx- 
imately $15,192,000! in its general endowment. 
The Foundation, in 1922, spent $1,019,014 in re- 
tiring allowances and pensions. The cost of pen- 
sions allowed each year beginning with 1908-1909 is 
shown herewith: 


Year Annual load at end of fiscal year 
1908-1909 $433,485 
1909-1910 511,285 
1910-1911 548,935 
1911-1912 601,480 
1912-1913 623,060 
1913-1914 673,015 
1914-1915 681,165 
1915-1916 721,230 
1916-1917 2 739,360 
1917-1918 195,725 
1918-1919 820,280 
1919-1920 870,670 
1920-1921 959,690 
1921-1922 ; 1,022,790 


1 Data taken from the seventeenth Annual Report (1922) of the 
President of the Foundation. 
2 October 1 to June 30. 
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As the pension load threatened to exhaust the in- 
come of the Foundation, it has, during the last few 
years, been carrying on educational propaganda 
among college and university teachers for the pur- 
pose of establishing a contributory pension system 
on a basis actuarially sound. 

A Teachers’ Insurance and Annuity Association 
was established by the Foundation in 1918 and the 
policy contracts planned to suit teachers’ salaries and 
needs. Policies are issued at cost without overhead 
charges. Besides relieving policy holders from costs 
of management by providing payment for these out 
of income from paid-in capital and surplus the As- 
sociation credits all deferred annuity contracts with 
interest at 4 14 per cent. It also pays dividends on 
all insurance policies of 1 per cent on the reserve, 
over the contractual rate of 3 14 per cent, together 
with a conservative part of the saving from favorable 
mortality. This has reduced the cost of insurance 
to teachers from 15 to 45 per cent below that of 
other legal reserve companies. 


REVIEW 


Compare an annuity and a death benefit. 

What is an immediate annuity, and what are the objections 
which led to the guaranteed annuity? 

Describe deferred annuities. 

What has limited the sale of annuities in the United States? 

Compare pensions and annuities. 

What have been the causes of difficulty in the operation of 
pension plans? 
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CHAPTER VII 
GROUP INSURANCE 


1. Nature and purpose—Group insurance is one 
of the recent experiments of the commercial life insur- 
ance companies designed to effect the insurance of a 
large number of lives against premature death under 
one policy. Its purpose is to enable employers to buy 
life insurance for their employes collectively. It has 
grown less perhaps from a deep sense of need on the 
part of the employers or their workers, than from the 
careful fostering of the idea by the insurance com- 
panies with the view of opening a hitherto untouched 
field for the sale of their commodity, life insurance. 
The attempt has met with a response from many em- 
ployers who have been interested in plans for caring 
for the insurance needs of their workers and who 
realize that the contentment of employes necessary to 
business efficiency may be stimulated by such a plan. 
As contrasted with individual life insurance, which has 
been studied heretofore, the parties to the group insur- 
ance contract are the employer and the insurance com- 
pany. 

2. The wnit of insurance —There is a sense in which 
all insurance is group insurance for it is necessary for 


the insurance carrier to combine a great number of 
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individual risks in order to secure operation of the 
fundamental principles of averages. But in the 
special group insurance as considered, not only is the 
group insured under a single policy, but the unit of 
measurement upon which the average is to be obtained 
is a group and not an individual. The success of indi- 
vidual life insurance is predicated largely upon the 
possibility of careful selection of those insured in order 
to obtain a normal mortality experience. Clearly if 
the unit of measurement includes a great number of 
persons, principles of selection may be established for 
the group which will attain the same end as the medical 
examination of individuals. ‘The insurability of a 
group is determined in the first instance by a prelim- 
Inary inspection by the insurance company. ‘This 
survey investigates the number of employes, their sex 
and average age and their general condition of health. 
It furnishes a description of the establishment and an 
analysis of all factors determining its sanitary condi- 
tion. If the inspection is satisfactory to the company 
it furnishes the equivalent of a medical examination. 
Since it determines conditions for the entire establish- 
ment it is quite necessary that a sufficient number of 
employes be included in order to eliminate the possi- 
bility of personal selection. Changes are constantly 
occurring, new employes bemg included and others 
leaving the employ of the concern. This may affect 
adversely the insurance company’s mortality experi- 
ence. By requiring a medicalexamination for new en- 
trants the possibility of adverse selection is eliminated. 
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3. Mortality eaperience—It will be important to 
know if the mortality experience among group risks 
is higher than, or approximately the same as, among 
those individually examined. 'The experience of none 
of the companies is as yet broad enough to answer 
this question. One company which writes non-partic- 
ipating group insurance has inserted a safety clause in 
its policy providing for a revision of rates at the end of 
five years based on actual experience. Participating 
policies carry an element of safety in the higher pre- 
mium charge and the possibility of adjusting divi- 
dends to suit mortality experience. ‘The protective 
factors that now operate to maintain a normal mor- 
tality rate are the inspection of the original group and 
the medical examination of subsequent entrants. In 
the light of unfavorable experience these inspections 
can be made more rigid to suit the individual circum- 
stances. 

4. Coverage of the group policy.—Prior to the issue 
of a group policy each employe is required to fill out 
a census slip stating place and date of birth, sex, sal- 
ary, date of employment and exact duties. The in- 
surance, usually for an amount of $500 to $1,000, is 
issued upon the one year renewable term plan. 
In some instances, with each increase in the 
employe’s income the benefit given is increased ac- 
cordingly. 

5. Premiwms.—Premiums are generally collected 
monthly and are usually paid by the employer, tho 
the employes sometimes contribute. While an em- 
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ployer contemplating the purchase of a group policy 
usually considers the premium in terms of his annual 
pay-roll and the relation of this additional amount to 
any benefits he may receive in the way of greater 
efficiency or contentment of his employes, the pre- 
mium is determined each year on strictly scientific 
principles. ‘The census slips signed by each employe 
are tabulated according to ages and the aggregate pre- 
mium for the group is determined by calculating the 
true premiums for each age group. Experience has 
shown that premiums on non-participating policies 
average about one and one-half per cent of the pay- 
roll but no company guarantees such average, since 
the premium each year is calculated in strict accord- 
ance with the ages of the group insured. It has been 
found that the general tendency thus far is for the 
premium load of the employer to decrease after the 
first year. ‘This is due to facts connected with the 
changes in the personnel of the force, a reduction in 
the average age of the group thru the replacement of 
older persons leaving the employment; promotions 
within the force lead to the entrance of younger and 
more inexperienced men, and, in consequence of this, 
a reduction in the average salary of the group occurs. 

6. Advantages of group insurance.—This type of 
insurance is taken out by the employer with the pri- 
mary purpose of stabilizing his labor force and in- 
creasing its efficiency thru positive measures which 
show the company’s interest in their welfare. The 
employe who knows that his interests are being thus 
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considered is far more likely to remain in a particular 
employment. In many cases it has been found that 
the group policy furnishes the only msurance car- 
ried by a great number of employes. Tho insufficient 
in itself it may be the first step toward an adequate 
coverage of life insurance needs. From a broad social 
standpoint the group plan offers a distinct advantage 
over the individual policy in the very unusual reduc- 
tion in the expense of handling the business. By re- 
placing a large number of individual policies with the 
single group contract, by eliminating the expense of 
premium notices and consequent postage, and by the 
practical absence of the cost of medical examinations, 
the collection costs of the group policy are materially 
reduced. The agent’s commission which furnishes the 
largest single item of expense on the individual policy 
is under this plan reduced to a small fraction of the 
usual rate. Finally the excessive waste due to lapses 
in individual insurance is largely done away with. 
The resulting low expense of group insurance is a dis- 
tinct social gain, for it is well known that one of the 
most unfortunate features of commercial life insur- 
ance, tho quite necessary, is the high ratio of expense 
loading to mortality costs. 

7. Objections to group insurance.—F rom time to 
time in the earlier stages of group underwriting cer- 
tain minor objections have been brought against the 
plan. One of these is the absence of individual medi- 
cal examinations. In some instances this objection 
has been raised because the laws of certain states 
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require such individual examinations from all appli- 
cants for commercial life insurance. This difficulty is 
easily solved by modification of laws to suit the new 
conditions established by group insurance. There is 
no inherent reason why the inspection of the group 
and its place of work should not guarantee a normal 
mortality experience for companies writing this busi- 
ness and if the group business is maintained separ- 
ately from other risks no objection in principle can be 
found to it. . 
The fraternal societies have objected to group in- 
surance on the ground that plans were being laid to 
insure whole lodges or societies on the group plan. It 
is doubtful if common conditions of health and en- 
vironment surround the members of a fraternal so- 
ciety in the sense that this is true of the employes of a 
business establishment. In this case the underwriting 
of fraternal societies would be of a distinctly unique 
character. There is no reason why the line of demar- 
cation between the two fields of insurance should not 
be maintained as at present and the fraternals be given 
an opportunity to work out their problems alone. 
Neither of these objections are of serious import. 
From the viewpoint of social policy more serious 
faults can be found with group insurance. In the 
first place the benefit given upon death bears no closer 
relationship to the needs of the employe than did the 
old employers’ liability benefits to the needs of the in- 
dustrially disabled. A sum of $500 or $1000 does not 
go far toward the care of the dependents of a deceased 
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employe. It is a beginning, it is true, and has been 
advertised only as such by the progenitors of the sys- 
tem. But there is danger that it may be over-empha- 
sized to the detriment of a more complete solution of 
the life insurance needs of the employed class. 

A second serious objection to group insurance lies 
in the fact that its professed purpose of creating loy- 
alty to a certain employer operates as a positive check 
on the mobility of the insured. The mere fact that 
leaving a particular employment cancels the benefits 
may hold the worker to his task when both he and 
society would be benefited by the change. 


REVIEW 


What takes the place of separate medical examination in 
group insurance? 

Is it a satisfactory substitute? Is this known by experience? 

Describe the customary groups to which this insurance ap- 
plies. 

What elements enter into the computation of the premium? 

Discuss the advantages of group insurance as well as any 
disadvantages it may present. 


CHAPTER VIII 


FUNCTIONS OF INSURANCE CARRIERS—THE OLD 
LINE COMPANY 


1. Functions of the insurance carrier.—The insur- 
ance carrier, as the organization is called which 
administers the insurance fund, is charged with the 
duty of so conducting it as to realize the purposes for 
which it is established. While the mutual character 
of the insurance fund has at all times been emphasized, 
it is necessary when considering its administration to 
view its organization as distinct from the individuals 
who compose its membership, dealing with them on the 
basis of the contractual relationships established by 
their possession of policies of insurance. In order 
to fulfil its purposes the insurance carrier must per- 
form three functions, which may be called the under- 
writing,’ the insurance writing and the administrative 
functions. 

2. The underwriting function—The fundamental 
basis of insurance is average. When a company 
promises the payment of $1000 upon the death of the 

-insured in consideration for the annual premium of 
$27.00; it does so, fully knowing that the premiums of 


1In the popular use of these terms “underwriting” means “the writ- 
ing of policies”—the work of the agent. The proper use of the term, 
as here, confines it to the assumption of risk and the maintenance of 
averages in loss experience. 
tig) 
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the particular policy-holder will not be adequate to 
guarantee the fulfilment of this obligation; for the 
policy-holder may die very shortly after obtaining his 
contract and have paid only one or a few premiums. 
It is only by combining the risk assumed for this pol- 
icy-holder with a great many others of like character 
that the company will obtain assets to cover all matur- 
ing obligations. When this combination is effected 
the uncertainty which operates in the case of the indi- 
vidual contract is reduced to certainty for the group, 
because of the well-known fact that a small number 
of deaths will occur out of the total number exposed. 
The duties of the underwriter are to furnish a meas- 
urement of the regularity with which deaths occur 
among the insured, to establish premium rates ade- 
quate to cover the hazards against which protection is 
offered, and to distribute the risks assumed by the 
carrier so as to guarantee the operation of averages in 
its experience. Thru the calculation of monetary 
values by the means of mortality tables and interest 
assumptions it has been found that premium rates can 
be established to cover the costs of the policies issued 
by msurance companies. This phase of the under- 
writing function has been thoroly standardized in the 
field of life insurance. 

Where the mortality tables used in these calcula- 
tions are constructed from insured lives ‘selected by 
medical examination it is necessary, in order that they 
may furnish a fair measure of risk among prospective 
insurants, that the latter be subjected to a like exam- 
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ination. The medical director is an important ad- 
junct to the work of the underwriter. The impor- 
tance of medical selection lies in the fact that if no pre- 
cautions are taken an adverse mortality selection will 
take place against the insurance carrier, that is, those 
who seek insurance will show a higher average mor- 
tality than that on which policy costs are predicated. 
Tho adverse selection may not throw a company into 
insolvency, it can easily increase costs to such an ex- 
tent that the company will suffer in competition. 

The problem of so distributing its risks as to secure 
the operation of averages is greatly simplified by the 
fact that it is necessary only to obtain sufficiency in 
numbers of insured. In other fields of insurance 
catastrophe hazards exist which enormously compli- 
cate the problems of the underwriter and require a dis- 
tribution not only in respect to numbers but geograph- 
ically as well. A fire insurance company, for in- 
stance, could not possibly get average experience by 
insuring all the property in a single large city, because 
a conflagration might easily throw the company into 
bankruptcy. This type of catastrophe hazard has 
been practically eliminated from life insurance by the 
attainments of modern sanitary science. Distribution 
of risks in life insurance therefore presupposes the 
msurance of sufficiently large numbers and, on con- 
tracts which contain investment accumulations, the 
maintenance of adequate reserves. The life insur- 
ance underwriter is called an actuary. 

3. The insurance-writing function—lIn order that 
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the volume of business necessary to its successful op- 
eration may be obtained, the insurance carrier must 
find a means of recruiting policy-holders. This is of 
primary importance in its early years, for the com- 
pany must grow to fair size before it can be said to 
have passed beyond the speculative stage of its exist- 
ence. In these early years an unfavorable mortality 
experience or misfortune with its investments may 
cause disaster before the company has had an oppor- 
tunity to function properly. Whatever method is 
utilized to obtain policy-holders, its primary purpose 
of furnishing the numbers on which average is based 
is soon overshadowed by another of broader social 
import, that of educating the community to the service 
performed by life insurance. 

The methods used to perform this function for life 
insurance at the present time are three, the employ- 
ment of agents or solicitors, the sale of insurance by 
advertising and the creation of demand thru some 
form of voluntary cooperation among those already 
insured. Where the first method is used, the insur- 
ance carrier establishes an agency department which 
sends solicitors thruout the area in which it wishes to 
operate, to make known the company and its contracts 
and to obtain the applications of prospective insurants. 
Life insurance soliciting takes its place today among 
the dignified and socially worthy professions because 
of the high plane of service which these men have 
taken for their goal. 

The noteworthy success of advertising in creating a 
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demand for the products of manufacturers has led to 
an attempt to use it to create a corresponding demand 
for life insurance. If the insuring community can be 
reached thru advertising it will materially reduce the 
cost of writing insurance. ‘The most serious objec- 
tion that can be raised against the agency system is 
that agents’ compensation must be sufficient to enable 
them to make a profession of insurance writing and 
this entails a considerable cost upon the policy-holder. 
If a consciousness of his needs can be developed thru 
advertising and this should prove cheaper than solici- 
tation society would be gainer by the difference in cost. 

The creation of a market for insurance thru the 
voluntary cooperation of insured groups is a step 
further in advance. If those insured can be made so 
keenly conscious of the value of their protection as to 
urge it upon all their associates and friends, this func- 
tion will be performed without outlay by the insur- 
ance carrier and without cost therefore to the insured. 
This is the ultimate goal to be desired. ‘The practical 
results of these three methods will be considered later 
in detail. 

4. The administrative function—The life insur- 
ance carrier in common with other business establish- 
ments requires an organization to perform the details 
of its administrative duties. It is required that they 
shall be performed with that efficiency which will mean 
the greatest net return in service to its membership. 
The administrative officials of the life insurance com- 
pany carry an unusual responsibility with reference 
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to the investment of the funds of its policy-holders. 
Where assets run into the hundred millions, it re- 
quires financial ability of the highest character to 
handle them. 

The executive management of the carrier is neces- 
sarily concentrated in a small group of officials. This 
concentration is fundamental to efficiency and dis- 
patch in administration. But lest executive officials 
forget to keep the interests of the policy-holders up- 
permost it is important that they be subject to control 
by or in behalf of the insured membership. In mutual 
organizations this control is exercised directly by the 
policy-holders thru their voting power; other types 
of organization may be subjected to governmental 
control in the interests of the insured group. 

There are four types of insurance carriers offering 
protection against life risks at the present time: the 
commercial carrier or old line company, the assessment 
company, the fraternal society and the government. 

5. Old line company’s guarantee.—Old line com- 
panies are characterized by the extent to which they 
detach themselves, in operation, from their insured 
membership. The contract with the insured furnishes 
for a fixed premium a guarantee of performance, any 
failure in which results in the termination of the com- 
pany’s activities. Under the terms of its contract a 
policy issued for an inadequate premium must be car- 
ried to its maturity if the insured performs his part of 
the contract. ‘The failure of the assets of the com- 
pany to satisfy all liabilities is the only event which 
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will prevent this policy-holder from receiving the ben- 
efits promised. 

6. Kinds of companies.—Old line companies are of 
two kinds, stock and mutual. The stock company is 
established with a stock capital representing the own- 
ership and control of the corporation. The interest 
of the stockholders in the establishment of such a cor- 
poration is the making of a profit and it is assumed 
that this profit is made thru their ability to perform 
efficiently the functions of an insurance carrier. The 
policies issued may be either of the non-participating 
or the participating variety. With the former the in- 
sured knows in advance the exact cost of his contract 
from year to year, any difference between liabilities 
accruing under non-participating policies and the pre- 
miums paid for them being a gain for the stockholders. 
Their profits will be great or small, therefore, in so 
far as the efficiency with which they conduct the com- 
pany renders this margin large or small. Even on 
participating contracts it is assumed that the self-in- 
terest of the stockholders will result in more efficient 
management and therefore leave a surplus after the 
payment of dividends sufficient to meet the competi- 
tion of mutual companies. It is claimed that the self- 
interest of the stockholders, therefore, results in the 
most efficient operation of the carrier. 

The mutual company is, in theory, controlled by the 
policy-holders thru their right to vote at the election 
of the officers of administration. Policies issued are 
always participating, hence, whatever the original pre- 
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mium charged the policy-holders, any surplus above 
the maturing liabilities is returned in the form of divi- 
dends. In practice as well as theory this represents a 
close approximation to the essentially cooperative 
nature of the insurance fund. Instead of returning 
to stockholders as payment for their efficient manage- 
ment, this surplus is returned wholly to the policy- 
holders. While the administrative officers of the mu- 
tual company hold their positions subject to the will 
of the policy-holders it does not result in instability 
of administration, for policy-holders are so scattered 
and their knowledge of the administrative affairs of 
the company is so meagre that few have either oppor- 
tunity or interest in voting at annual elections. The 
result is that the power of the policy-holders to control 
the company is a reserve which may be called upon in 
case of gross mismanagement by those in office. 

The so-called mixed company has certain character- 
istics of both the stock and the mutual type. It 
has a stock capitalization upon which dividends 
are limited and which may hold the controlling 
votes in the election of administrative officials. In 
some cases mutual companies are required by state 
laws to maintain capital stock in their early years to 
‘guarantee performance on their contracts until a suf- 
ficient surplus has been accumulated. This capital 
stock is retired eventually by payments from surplus. 

7. Method of underwriting —The method of un- 
derwriting constitutes the strongest claim of the old 
line companies to permanence. The premiums on 
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their contracts are calculated by the use of mortality 
tables which represent experience among insured lives. 
A prerequisite to obtaining a policy of insurance is the 
passing of a medical examination which guarantees a 
normal relationship between the actual mortality ex- 
perience of the company and the experience on which 
premium calculations are based. Furthermore on all 
policies which carry investment accumulations these 
companies set aside reserves each year according to 
standards established in the states in which they op- 
erate. ‘These principles are of the utmost importance 
in enabling the company to fulfil the guarantee which 
has been named as its characteristic. Experience of 
several generations in life insurance underwriting 
demonstrates that failures among old line companies 
are due to other reasons than the method of under- 
writing. 

8. Method of recruiting policy-holders.—The 
agency method of obtaining policy-holders is used al- 
most exclusively by old line companies. One of the 
chief divisions of the home office organization is the 
agency department in charge of a superintendent. It 
is his business to establish agencies in the different ter- 
ritories in which the company wishes to write insur- 
ance, to establish the general lines of policy on which 
solicitors are selected, and to maintain a general super- 
vision over the work of the various agencies. There 
has been an organized movement in recent years 
among life insurance solicitors to raise the standard of 


the profession and to make its membership an active 
xIx—10 
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force in the education of insurance needs and in the 
organization of a “service” that will fit the policy to 
the needs of the insured. This propaganda has been 
in part an answer to criticism directed against old line 
companies because of the high expense of writing their 
insurance. It has succeeded in emphasizing the fact 
that the life insurance agent may be worthy of his hire 
but that he must give a return in service for the com- 
pensation which he receives. At least one company 
has gone to the extent of establishing psychological 
tests as a basis for the selection of its sales force and is 
attempting by this means to eliminate those solicitors 
who are unfitted to give the service for which the pol- 
icy-holder pays. The largest single element which 
enters into the expense of writing old line insurance is, 
of course, the commission which is paid to the solicitor. 
It is common for the company to pay the agent fifty 
per cent of the first premium on ordinary life policies 
and from five to ten per cent on renewal premiums for 
about ten years as his compensation for obtaining the 
policy. 

An experiment is now being tried by one old line 
company with the idea of eliminating a large share of 
this cost by substituting the method of advertising for 
that of solicitors. It is too early in the experience of 
this company to say what the outcome will be. 
Neither the success or the failure of the scheme has as 
yet been demonstrated, tho the growth of the company 
thru accessions of newly insured has not been rapid. 
The majority of the old line companies maintain that 
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voluntary insurance cannot be written except by 
agents. Social interest demands that this experi- 
ment in obtaining insurance thru advertising be given 
a fair trial, for tho the agent is worthy of his hire the 
social gain may be tremendous if a cheaper method 
of obtaining msurance can be found. 

The method of writing group insurance by agents 
offers a modification of the system used in the old line 
company’s ordinary business which bids fair to make 
a considerable reduction in agency costs. This is due 
to the fact of insuring large groups under one policy 
and to the saving in effort thereby accomplished by not 
having to solicit individual applications from each 
member of the group. ‘There is a point of importance 
which should not pass unnoticed in this connection. 
This saving in agency costs is due to the fact that a 
policy is issued on many lives because someone in a 
position of influence in respect to these lives realizes 
the need for insurance and takes the responsibility for 
seeing that his employes have a limited amount of in- 
surance protection. If a method can be found for 
teaching insurance needs from the top down, as it 
were, we may yet find that it is possible to make a con- 
siderable reduction in the cost of writing policies. 

9. The industrial insurance company.—The major- 
ity of the business of old line companies covers the sale 
of contracts of the types heretofore described, policies 
with a face value of $1000 or more, usually paid for 
by annual, semi-annual or quarterly premiums. Eix- 
perience has shown that this type of contract is fitted 
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to the needs of the fairly well-to-do. The impression 
is quite general among the poorer classes that such in- 
surance is too “expensive” for them and yet they are 
found to have an astonishingly clear comprehension 
of their needs for insurance. The uninformed of all 
classes have always been a prey to schemes of unsound 
insurance and this is especially true of the poor. A 
realization of this situation brought out the attempt by 
a few of the old line companies to place upon the mar- 
ket a modification of their ordinary contracts which 
would be fitted to the needs of the lower income 
groups. ‘This is known as industrial life insurance. 
A few of the characteristics of industrial policies may 
be pointed out briefly.. Instead of adjusting pre- 
miums to unit amounts of insurance, the amount of 
insurance is adjusted to a unit premium and the latter 
is made payable weekly instead of annually. It has 
been found that these classes can meet weekly pre- 
miums whereas they are unable to save the funds 
necessary to pay the whole of an annual premium at 
one time. Life and endowment policies are sold for 
weekly premiums of five, ten or twenty-five cents. In 
the “intermediate” department, policies are issued for 
a face value of $250. The premiums on industrial 
policies are collected by the company’s solicitor who 
calls regularly upon the insured. Industrial life in- 
surance is a specialized phase of commercial life insur- 
ance transacted by a few companies in the United 
States. In fact most of the business has been written 
by three companies. Its purpose was to furnish the 
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poorer classes with insurance of the same quality as is 
sold in the ordinary department of the old line com- 
pany, and the same underwriting principles have been 
used in determining costs and guaranteeing the fulfil- 
ment of obligations. ‘The medical examination re- 
quired of industrial policy-holders is of a very incon- 
sequential sort and the mortality rate in this business 
is correspondingly higher. This necessitates the use 
of special mortality tables in the calculation of costs. 
These have now been developed from the experience 
of American companies. 

The industrial company deserves the credit for hav- 
ing demonstrated that insurance of the same sterling 
quality can be sold to the masses as that which is 
available for the well-to-do. The one great defect of 
this insurance is the expense factor. With weekly 
collection of premiums the cost of handling this busi- 
ness is multiplied several times over-that of the or- 
dinary policy. It has meant that industrial insurance 
cannot be made the basis for adequate provision for 
the insurance needs of these classes. The matured 
policy furnishes little more than the requirements for 
a decent burial. It scarcely touches the problem of 
the dependents of the deceased. 


REVIEW 


Explain the connection between the underwriting of insurance 
companies and medical inspection. 

Describe the methods of securing business. 

Explain fundamental differences between stock and: mutual 
companies. 

What is industrial insurance? 


CHAPTER IX 
ASSESSMENT AND FRATERNAL INSURANCE 


1. Nature and origin of the assessment system.— 
The essential difference between the assessment sys- 
tem and old line insurance lies in the fact that the ben- 
efits offered in the certificate of insurance of the for- 
mer are not guaranteed upon the payment of a fixed 
premium. The assessment company reserves the right 
either to increase the premium or to reduce the amount 
of the benefit. This system arose in the United States 
in the years following the Civil War in response to 
the demand for cheap current-cost insurance such as 
could not be purchased from the regular companies. 
The cheapest policy sold by the latter at this time was 
the ordinary life, and its premium, as has been seen, 
contains an overcharge above the yearly cost. The 
public was misled as to the real nature of this premium 
because of the refusal of the companies to return ac- 
cumulations in case of forfeiture. It was assumed 
that the premium covered only the yearly cost of in- 
surance and in view of the large reserve accumulations 
of the companies the conclusion was drawn that they 
were making vast profits. In many cases further- 
more the choice of the public lay between cheaper in- 
surance and none at all, for many persons could not 


afford the premiums necessary, to carry ordinary life 
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policies. Assessment organizations therefore were es- 
tablished on the idea of ‘pay as you go” and left no 
place for the accumulation of reserves. 

2. Underwriting methods—The underwriting 
methods of the assessment system are determined 
largely by the method of assessing premiums for in- 
surance. At first upon the death of a member a uni- 
form levy was made upon all the survivors and this 
entire amount was paid to his dependents. It soon 
became necessary to limit the amount of the benefits to 
a definite sum and the number of assessments varied 
with the number of claims arising. ‘The next step was 
to collect assessments in anticipation of maturing 
claims. There are three ways in which these have 
been apportioned among the membership; uniform as- 
sessments upon all regardless of age; assessments 
graded according to the age at entry; and assessments 
based upon the rate of mortality at the age attained. 
The assumption made by the advocates of the level 
premium for all members irrespective of age is that a 
sufficiently large group of persons will give a stable 
rate of mortality. It is claimed with truth that the 
rate of mortality per thousand in the population of 
the United States varies but slightly from year to 
year; if a company, therefore, can insure a sufficiently 
large group to obtain average results a stable premium 
can be maintained. ‘The difficulty with carrying this 
assumption out in practice is twofold. In the first 
place the premium charge has not been sufficient to 
cover the mortality rate which would be realized in a 
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stationary population. In the early years of such an 
organization the membership is composed largely of 
young persons and the assessments are made to cover 
only the actual mortality. It is a well known fact, as 
every mortality table shows, that the death rate in- 
creases with age. As the membership of the assess- 
ment association grows older therefore, and the group 
approaches its stable mortality rate the assessments 
must necessarily increase. ‘This causes dissatisfac- 
tion among the members, who have been led to believe 
that the low cost of insurance can be maintained from 
the beginning. When the average age of the group 
increases to the point where the cost begins to approx- 
imate that of policies in old line companies or is greater 
than that of newly established assessment companies 
with their younger membership, the second difficulty 
with this assumption manifests itself. Policies are 
lapsed in great numbers by the younger members and 
by those in good health who will be able easily to ob- 
tain insurance elsewhere. This sends the average age 
still higher and the death rate increases in proportion. 
Were it possible to maintain a level assessment system 
permanently the younger members would individually 
pay more than the current cost of their insurance and 
the older members correspondingly less. The in- 
equity at the younger ages would be remedied in the 
course of a lifetime. If the selection of younger per- 
sons in the earlier years of an assessment association 
could be avoided and a stable mortality rate obtained 
from the beginning, there would be no difficulty in 
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principle with this method of charging costs. If in- 
surance were made compulsory upon everyone attain- 
ing a certain age and could not be discontinued, an in- 
surance company could maintain a level premium rate 
upon all without the accumulation of reserve funds. 
With voluntary insurance as it exists today, it is diffi- 
cult to see how this adverse selection can be prevented- 
from producing a mortality rate that will be fatal to 
SUCCESS. 

3. Grading premiums by age at entrance.—The 
dim realization of this situation by managers led to the 
attempt to grade premiums according to the age at 
entry. It is usual to group members into age classes 
and charge level assessments to all persons coming 
within a particular group. Thus those insured at 
ages thirty to thirty-five may be charged one pre- 
mium; those between thirty-five and forty a slightly 
higher one. The trouble with this plan is that the 
amount of the premium assessment is usually based 
on the mortality costs at the age of entry and the fact 
is totally ignored that the mortality of this group in- 
creases every year, until eventually the premium be- 
comes viciously inadequate. Assessment managers, 
facing the failure of premiums thus to meet maturing 
liabilities, have attempted all sorts of subterfuges. 
They have charged an extra premium for the purpose 
of establishing a safety fund or an emergency fund, 
as it has variously been called. Altho they have 
been unwilling to admit it, this fund is in principle 
identical with the reserve of the old line company. 
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Although this graded premium was intended to re- 
main level its inadequacy has forced repeated at- 
tempts to raise the assessment and, as in the case of 
the level assessment at all ages, has caused wholesale 
lapsing of policies and a cessation of new applications 
from younger persons. Again there is no fault with 
the principle of assessments graded according to age, 
granted they are made equal to a level annual pre- 
mium for life. The fault lies in the inadequate initial 
charge and the necessity for frequent revision. ‘The 
right of revising assessments is a safeguard to the 
company only when used sparingly, for it is always 
likely to create dissatisfaction, bring about withdraw- 
als, and thus to increase the average age to the point 
which is fatal. 

4. Variable premiwms.—The third method of dis- 
tributing mortality costs foregoes completely the idea 
of a level premium. It presumes to charge annually 
the cost of insurance for the age attained according 
to the experience of the society. Since it is known 
that the mortality rate increases with age this. will 
mean a constantly advancing premium. In actuarial 
terms, it is natural premium, or yearly renewable 
term, insurance. In only a few cases has anything 
approaching this been attempted. There is not the 
least question but, were it tried out and the premiums 
for each year stated definitely in the contract, it would 
offer a solution of the main difficulty of other assess- 
ment premium plans. ‘This would furnish low cost 
insurance at the younger ages and when the cost be- 
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came prohibitive at the older ages the insurance would 
be lapsed. It would be a reversal of the usual ex- 
perience whereby the younger members lapse and the 
older persist. This would not be permanent insur- 
ance, but it would be pure insurance and would con- 
tinue as long as any one has use for carrying protec- 
tion against premature death. 

5. Comparison with old line companies.—The un- 
derwriting system in assessment insurance is thus seen 
to be of a radically different character from that of 
old line insurance. Its success apparently lies in one 
of two directions, either the furnishing of pure insur- 
ance on the natural premium plan or the accumula- 
tion of adequate reserves to guarantee the payment of 
policies that are carried to advanced old age. The re- 
serves which have been accumulated in recent years by 
assessment companies and fraternals alike are an out- 
standing admission that premiums have been inade- 
quate in the past; and noteworthy attempts have been 
made toward readjustments on a sound basis. 

Business assessment associations have used the stip- 
ulated premium plan, whereby the smallest premium 
adequate to the risk has been charged but the com- 
pany has reserved the right to charge any deficiency 
in assets against the policy-holder, to be made good by 
extra premiums or by a reduction of the amount in- 
sured. Where this plan has failed some companies 
have reorganized on a legal reserve basis, permitting 
their assessment membership to transfer to the new 
basis or, where this meets with too much opposition, 
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carrying out the assessment contracts according to 
original stipulations. The cost in the latter case has 
necessarily been high. 

6. Fraternal insurance——The fraternal societies 
have gone thru the development of uniform assess- 
ments, assessments graded according to age at entry, 
and have created emergency funds. The natural pre- 
mium was introduced in one instance but it was not 
carried out consistently, for the premium was made 
level after age sixty. More recently they have en- 
deavored to readjust their business on the basis of 
level premiums according to a mortality table, in some 
cases using their own experience, in others the Na- 
tional Fraternal Congress table constructed from the 
experience of several societies; a few have reorgan- 
ized as legal reserve fraternals upon an American Ex- 
perience mortality basis. This movement has been 
furthered in a number of states by the passage of a 
uniform fraternal law, known as the Mobile Law, or, 
in a modified form, the New York Conference Bill. 
In addition to establishing mortality and reserve 
standards, this legislation provides for actuarial valu- 
ations of each society at intervals of three years and 
requires that any deficit shall be reduced five per cent 
within each of these three-year periods. 

The main difference between fraternal and assess- 
ment companies lies in the lodge system on which the 
fraternals are organized. The social feature of the 
local lodges is an important factor in holding them to- 
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gether and the management of the societies is essen- 
tially democratic. 

7. Contracts——The benefit certificates issued by 
fraternal and assessment companies usually corre- 
spond to the whole life policy. That is, they promise 
the payment of benefits only upon the death of the 
member. Ina few cases attempts have been made to 
issue limited premium or endowment policies. The 
benefit certificate which is furnished the member is or- 
dinarily of a much simpler character than the policies 
of old line companies. It states briefly the character 
of the benefit which is offered and the right of the so- 
ciety to call for assessments. The statements made 
by the member in his application are by reference 
made a part of the contract and its validity is made de- 
pendent upon them. Furthermore the provisions of 
the constitution and by-laws of fraternal societies are 
made binding upon him, both those in effect upon his 
‘entry into membership and any which may be passed 
thereafter. 

8. Insurance-writing methods.—In recruiting their 
membership fraternal societies depend almost entirely 
upon the method of voluntary cooperation. Paid 
representatives of the societies, it is true, aid in the 
establishment of new lodges, but, once established, the 
group spirit of the members and the social advantages 
of membership make a strong appeal to the friends 
and neighbors of those already insured. The result 
is that the expense factor in fraternal insurance is a 
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small fraction of what it is in the old line company. 
This is the greatest contribution of the fraternal in- 
surance carrier to the practical operation of the insur- 
ance business. ‘They have proved that their insurance 
can be written without agents and have effected won- 
derful savings therefrom. In fact, the inadequacy of 
the mortality provision of the fraternals has in many 
cases been for a long time covered up by their low 
expense ratio. It has not been uncommon for yearly 
expenses to average less than one dollar per $1000 
insurance, 

The assessment companies use both the method of 
agents and voluntary cooperation among the insured 
to obtain new applicants. The result is that their 
expense ratios are higher, sometimes being nearly 
equal to that of the old line companies. Those com- 
panies that operate among homogeneous groups, such 
as bankers, have sometimes shown a very low ex- 
pense ratio, but where they operate on a wide scale 
approaching that of the old line companies the case is 
likely to be far different. 


REVIEW 


What was the purpose and origin of assessment insurance ? 

Describe different stages in the development of this form of 
insurance, and premium difficulties encountered. 

What are distinguishing features of fraternal societies? 

How do fraternal societies differ from assessment companies? 


CHAPTER X 
GOVERNMENT LIFE INSURANCE 


1. Origin—The establishment and operation of 
life insurance funds by governmental agencies are 
practically unknown in the United States except for 
the numerous pension funds which have already been 
discussed. These funds were found generally to have 
been established in total disregard of the actuarial 
principles upon which their soundness could be guar- 
anteed and a beginning is only now being made toward 
reorganizing them in accordance with such principles. 

Of government insurance funds offering protection 
against the risk of premature death there are only two 
examples in the United States of noteworthy impor- 
tance. The State of Wisconsin several years ago es- 
tablished a Life Fund to sell policies of insurance to 
the citizens of the State. The premiums on these 
contracts are determined in accordance with Ameri- 
can Experience mortality, and the regular reserves 
are carried. The fund has made no endeavor to com- 
pete with old line companies by means of agents but 
has obtained its business entirely “over the counter.” 
The result has been that the growth of the fund has 
been small and it has taken no important place in the 


life insurance needs of its community. 
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2. War risk insurance-—The second case referred 
to is the life insurance furnished by the Bureau of 
War Risk Insurance, merged on August 9, 1921 into 
the United States Veterans Bureau. The Bureau 
was established September 2, 1914 for the purpose of 
insuring vessels and their cargoes against the 
war risk. Its powers were enlarged by an amend- 
ment of June 12, 1917, to permit the granting 
of war risk insurance on the lives of officers and sea- 
men of American merchant vessels. The amount of 
insurance carried was determined by the earnings of 
the men, with minimum and maximum amounts re- 
spectively of $1500 and $5000. Benefits were paid 
for death, dismemberment and permanent and total 
disability resulting from any act of war or detention 
after capture by an enemy of the United States. 
Premiums were paid by the owner of the vessel for 
each voyage and varied according to the type of ship 
and ports between which it traveled. The Secretary 
of the Treasury on June 19, 1917, made it mandatory 
upon owners of American vessels to carry such insur- 
ance on the lives of their crews for all voyages to Ku- 
rope and to the Mediterranean coast of Africa. The 
writing of this insurance was suspended January 4, 
TOTO. 

3. Soldiers and sailors’ insurance-—A_ further 
amendment of October 6, 1917, established a division 
of military and naval insurance. Its primary purpose 
was to restore the insurability of men entering the 
military and naval service of the United States and 
who for that reason were unable to obtain insurance 
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in the regular companies except at prohibitive rates. 
Officers and enlisted men could obtain insurance to a 
maximum of $10,000 on a yearly renewable term basis. 
The premiums were payable monthly and on the basis 
of the American Experience Table at three and one- 
half per cent interest. The entire cost of administra- 
tion of this insurance is borne by the Government 
which had already assumed the extra mortality cost 
due to the war. It was felt that this was a proper 
charge for the Government to assume in furnishing 
protection to the dependents of men in the service. 
It provided that the insurance should be carried on 
the natural premium basis during the period of the 
war and for a maximum of five years after. Within 
five years after the war, policies could be converted 
into permanent insurance on the ordinary, limited 
payment and endowment plans. If conversion was 
not effected within that time, the policies lapsed. 

4, Its educational effect.—It is an important de- 
parture for the Federa] Government thus to have be- 
come an insurance carrier on so broad a scale. One 
of the most instructive phases of the plan is the way in 
which this possibility of insurance protection was 
made known to the men in the service and the unusual 
extent to which they made use of the protection of- 
fered. The plans were worked out by a government 
committee in conjunction with the best known actu- 
aries in the United States and were then explained in 
detail to officers and men in the different army can- 


tonments and military and naval establishments thru- 
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out the country. In a large proportion of instances 
the maximum amount of insurance was taken. On 
the basis of the amount of insurance in force this divi- 
sion of the Bureau became one of the largest life in- 
surance institutions in the world. In April, 1920, it 
carried insurance on the lives of 4,610,888 men in the 
military and naval service to the extent of more than 
forty billion dollars. 

There can be little doubt that considerable pressure 
was exercised to have the men take out the insurance. 
The iminence of the risk made its impression upon 
them, and the ease of payment thru deduction from— 
pay facilitated the process. The latter prevented 
lapse of policies, and at the close of the fiscal year a 
considerable proportion of men in service were in- 
sured. Men who left the service were no longer ex- 
posed to unusual risk and had the inconvenience of 
making their monthly payments personally. 

As a result the greater part of this insurance has 
lapsed. On June 30, 1923, the number of policies 
outstanding was 540,273, of which 220,499 repre- 
sented war risk term insurance and the remainder life 
policies obtained under the conversion privilege. 
The insurance in force June 30, 1923 was less than 
one-tenth that carried in April, 1920. 


REVIEW 


What precedents exists for government insurance before the 
late war? 

What was the nature of the insurance of vessels and their 
crews provided by the Federal Government? 

Describe the Soldiers’ and Sailors’ Iifsurance established by 
the Government. ¥ 


CHAPTER XI 
ACCIDENT AND HEALTH RISK 


1. Personal insurance——Another phase of per- 
sonal insurance closely allied to life insurance is that 
against the effects of accidents and sickness. 

The number of accidents occuring annually, and 
the amount of ill health that continuously exists 
among the population, constitute grave problems be- 
cause of their serious effects upon the well-being of 
individuals and because of the losses which they en- 
tail to the community as a whole. Several types of 
insurance have been established to distribute the 
losses falling upon individuals as a result of the 
accident and health risk. 

Life insurance of course affords the same _ pro- 
tection against the effects of death by accident, as 
hy other causes. Death benefits are not then the 
distinctive feature of accident insurance, but rather 
the provisions relating to bodily injuries. In like 
manner so called “health” policies protect the holder 
against the economic losses due to sickness. 

Before discussing the forms which insurance takes 
in these fields it may be well to gain some idea of the 
magnitude of the risks which are involved and the 


efforts which have been made to control them. 
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2. Magnitude of the accident risk.—Until recent 
years little information was available as to the num- 
ber of accidents occurring annually or the losses 
which were attributable to them. Even at the pres- 
ent time accurate measurement is out of the question. 

The most definite fact regarding accidents which 
can be adduced is that in 1920 in the registration 
area, comprising 82 per cent of the population of 
the United States, 68,697 persons died from violent 
deaths, including suicide. The number of fatalities 
is perhaps not the most significant fact in connection 
with insurance against accidents, but it is important 
because it permits inferences in regard to the non- 
fatal accidents. No exact ratio between fatal and 
non-fatal accidents has been worked out, but there 
can be little doubt: that the total of accidents of all 
degrees of severity runs into the millions. 

Available information in regard to accidents gen- 
erally is only partial, and lacks uniformity. The 
most comprehensive information concerns indus- 
trial accidents only. The United States Bureau of 
Labor Statistics has compiled the records of the 
states in which such accidents are reported and finds 
that in 1921 there were 9,224 fatal and 1,317,090 
non-fatal accidents. 

The definition of what constitutes an “industrial” 
accident differs from state to state, and there are no 
means of knowing how many persons were exposed 
to such industrial accidents. 
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Granting that any more precise statement as to 
the whole number of accidents occurring in the 
United States must be largely a matter of estimate, 
the few facts cited are impressive. They indicate 
clearly that the accident hazard is a considerable one. 
If,. to conjectures regarding the number of persons 
affected in the course of a year by accidents, we 
should add further conjectures as to the losses they 
sustained thru diminution of income and extraordi- 
nary expense, there can be little doubt that the figure 
would run into many millions of dollars. 

Information regarding non-industrial accidents is 
even more incomplete and uncertain. It may, how- 
ever, be noted that authorities on insurance consider 
it probable that non-industrial accidents are even 
more numerous than those directly connected with 
industrial pursuits. 

3. The ill health risk.—The distinguished English 
statistician, Dr. William Farr, computed that for 
every death which occurred in the course of a year 
there were two persons constantly sick during the 
year. ‘That would mean that at any given time some 
three million persons would be sick in the United 
States, or nearly 3 per cent of the entire population. 
It seems probable that this estimate is too high for 
American conditions. Among its industrial policy 
holders and their families the Metropolitan In- 
surance Company found, thru several investigations 
covering over a half a million persons, a sickness rate 
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in the neighborhood of 2 per cent. Taking into con- 
sideration all of the factors in the case this company 
reached this conclusion: 


If these rates hold true for the total industrial population 
of the country, it may be said that, broadly speaking, over 
2% per cent of American wage earners are constantly so 
sick as to be incapacitated for the ordinary pursuits of life. 
This means a permanent morbidity roll of hundreds of thou- 
sands among industrial workers alone, with an economic loss 
running into hundreds of millions of dollars. The social 
loss, unmeasurable, is also very great. 


Such figures are far removed from the accuracy 
of a statistical measurement. None the less they 
have sufficient authority to support the conclusion 
of an extensive tho somewhat indefinite loss to in- 
dividuals and to society as a whole as the result of 
sickness. ‘The conclusion is still further fortified 
by the evidence of the physical examinations made 
under the army draft law during the Great War. 
These disclosed the portentous fact that among the 
young men of the nation little more than one-half 
had the physical qualifications for military duty. 
Unfitness for army service may be compatible with a 
high degree of industrial efficiency. Yet it must be 
clear that the productive capacity of the nation 
would be higher with better physical standards. To 
the extent that sickness rather than congenital de- 
fect have contributed to low grade physical condi- 
tion, it reveals itself as the cause of economic losses 
in efficiency and income. 
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4. Accident prevention.—Both accidents and ill- 
ness are in some measure preventable, and against 
their ill effects the aid of insurance may be invoked. 
It is not long ago that the public attitude toward ac- 
cidents was well expressed in the notion that they 
were inevitably associated with our modern com- 
mercial and industrial development, and that we 
could not expect economic productivity to continue 
on its modern plane without a like continuance of a 
high rate of accident frequency. This self satisfied 
and fatalistic attitude was finally shaken by com- 
parative figures of accident frequency in the United 
States and other countries, and by similar figures 
for various states, and for different industries within 
the United States. 

Accident rates necessarily vary in different indus- 
tries, and comparison or rates for different countries 
or for different states will reflect in part differences 
in industries. But when comparisons are confined 
to a single industry this factor does not enter. 
Searcely anyone would doubt that the wide differ- 
ences between the United States and European 
countries in accident frequency on railroads and in 
coal mining indicated differences in the underlying 
conditions which produce accidents, many of which 
conditions are subject to human control. Greater 
activity in the direction of accident prevention in 
Europe than in the United States is without doubt 
responsible for the smaller number of accidents 


abroad. 
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Furthermore authorities have pointed to the wide 
divergence in the mortality rate from accidents in 
different states as evidence of a broad opportunity 
for preventive work. 

5. Accident prevention methods—Modern meth- 
ods of reducing and controlling the accident risk 
have been developed in the United States almost en- 
tirely since 1900 and for the greater part since 1910. 
Preventive methods were organized in a few large 
industries of the United States before 1910, and have 
since received a powerful impetus thru the passage 
of workmen’s compensation laws which impose heavy 
burdens upon industries that show a high accident 
rate. 

Innumerable mechanical devices have been in- 
vented to safeguard the workers from dangerous ma- 
chinery. Gears and belts have been covered, rail- 
ings have been placed around dangerous floor open- 
ings, and automatic stopping devices have been 
placed upon machines. 

Important as are such mechanical safeguards, 
safety experts have generally laid greater emphasis 
on the organization of the employes for safety work 
and their education in methods of prevention. 
Some of the largest industrial concerns have devel- 
oped safety organizations headed by general safety 
committees composed of experts, with local com- 
mittees in the various plants made up of the em- 
ployes themselves. In general the plan has been 
to interest the workers in accident prevention, to cre- 
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ate in them an attitude of constant watchfulness in 
order to avoid accidents, to develop in them resource- 
fulness in thinking out methods of accident pre- 
vention, and to develop means whereby those in im- 
mediate contact with danger spots in the industry 
or establishment may furnish to the general safety 
organization suggestions as to means of reducing 
the accident hazard. 

6. Factors in preventive work.—Among the agen- 
cies interested in accident prevention work, govern- 
mental authorities hold an important place. The 
departments of the federal government, being with- 
out jurisdiction over most of the accidents occurring 
within state borders, have devoted their efforts largely 
to educational propaganda and the collection of in- 
formation. Many of the state governments have 
in recent years established industrial accident boards, 
and have assigned to them, among other duties, that 
of maintaining an inspection service for industrial, 
commercial and manufacturing establishments. Be- 
cause it is inadequately manned and hampered by 
lack of funds the inspection service in many states 
is inadequate. Yet the beneficial results of inspec- 
tion work in reducing accidents have been demon- 
strated over and over again. 

An important place must be given to the agencies 
which have established the standards upon which all 
accident prevention work must be based. The in- 
surance companies have been very active in this field. 
Many of the large casualty companies have estab- 
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lished engineering departments with large staffs 
of experienced engineers and inspectors, whose 
business it is to study the most approved methods 
of prevention work and to advise managers of in- 
dustrial establishments in the introduction and de- 
velopment of preventive methods within their plant. 
Safety museums have been established in several 
cities of the United States which draw their support 
largely from voluntary contributions. In them ap- 
proved devices for the prevention of accidents are 
displayed and advice with reference to prevention 
methods may be obtained. 

7. The result of accident prevention work—N or 
is this mass of effort, official and unofficial, without 
appreciable results. The United States Steel Cor- 
poration which has been a pioneer in accident pre- 
vention work prides itself upon the fact that the fre- 
quency of accidents in its plants has diminished. 
Its records show in fact that, in the first six months 
of 1922, the accident rate per 1000 workers was only 
44 per cent of the rate which obtained in 1906. It 
notes with satisfaction that this has resulted in a ma- 
terial saving to the company. 

The United States Bureau of Labor Statistics 
testifies that in the iron and steel industry as a whole 
the frequency of accidents and their severity rela- 
tively to the number employed declined in a notice- 
able degree between the years 1907 and 1919. In coal 
mining and in railway transportation similar results 
are observed. Or if the investigator turns his at- 
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tention to the figures for the industrial states he will . 
find generally a tendency towards smaller figures. 

8. Non-industrial accidents——Such records of 
non-industrial accidents as are in existence point to 
the automobile and other traffic agencies as the most 
fruitful source of such accidents. The increasing 
stringency of legal requirements for operating auto- 
mobiles, the multiplication of traffic ordinances, and 
the appearance of the traffic officers on streets and 
highways are safety measures which have checked 
the rapid increase of traffic accidents. But much 
remains to be done in the education of the motoring 
public and of the pedestrian as well. In insurance 
terms, “exposure” to accident has multiplied tre- 
mendously in recent years. Care in the avoidance 
of accident has not apparently increased in like de- 
gree. 

9. Rehabilitation—Intimately associated with the 
effort to prevent accidents are the endeavors which 
have been made to mitigate their severity and to re- 
establish the worker as soon as possible in his full 
working capacity. Of late years we have given to 
this phase of the treatment of accidents the name 
rehabilitation but long before the expression came 
in common use there had been established in many 
industrial concerns hospitals, dispensaries and _ first 
aid stations which had the same end in view. 

The experience of the Great War stimulated 
efforts of this nature. The problem of the wounded 
and permanently disabled soldiers very early became 
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an important one to the various European bellig- 
erants who took up the problem of the rehabilitation 
and reeducation of the injured soldier with the idea of 
returning him at the earliest possible moment to in- 
dustry. When the United States became a bellig- 
erant the federal government followed in like en- 
deavors. 

The interest thus aroused in the crippled soldier 
was readily transferred to the industrial cripple 
and the years following the end of the Great War 
have seen a considerable development of plans for 
rehabilitating and reeducating the industrially dis- 
abled. A law of Congress appropriates funds to be 
divided among the states which make plans for the 
return of the victims of industrial accidents to active 
industrial life. 

10. Prevention of illness—lIllness and death are 
no longer resignedly accepted as acts of God. The 
progress of medicine and sanitary science has dem- 
onstrated that illness is in large measures prevent- 
able. Control of the ill health risk is a feature of 
modern social life equally as important as control 
of the accident risk. 

11. Methods of health conservation—The public 
health movement has made great progress in the 
United States in the last twenty years. Its atten- 
tion has been largely confined to the control of epi- 
demic diseases and the promulgation and enforce- 
ment of general sanitary regulations in our larger’ 
cities. The United States Public Health Service has 
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been an important factor in this work both as an edu- 
cational agency and thru its control of health condi- 
tions that are subject to federal regulation. Govern- 
mental health departments exhibit an efficiency that 
was unknown twenty years ago, and municipal health 
authorities in some cities have so awakened the public 
to the need of health regulation that they have been 
clothed with almost dictatorial authority in regulat- 
ing sanitary and health conditions. 

While the public health movement has made ex- 
traordinary progress in recent years it seems capable 
of further development that will bring the move- 
ment still closer to the people. It is to be hoped 
that means will be found to make available for a far 
larger share of the population information regard- 
ing the prevention and cure of illness and disease, 
and to create on the part of the people a keen desire 
to rid themselves of habits and customs injurious 
to health. 

It is not improbable that, if compulsory health in- 
surance were to be imposed upon the population, 
the movement for the reduction of disease and illness 
as a means of reducing insurance premiums would 
receive a powerful stimulus. 

12. Results of health conservation.—There is 
abundant evidence that preventive measures directed 
against particular diseases have been productive of 
important results. The classic instance with which 
every one is familiar is the reduction in the death 
rate from yellow fever in Havana in 1900 as a result 
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of the efforts of the Medical Department of the 
Army. Scarcely less conspicuous were the effects of 
the medical administration in establishing satis- 
factory health conditions on the Isthmus of Panama. 
What has been done to reduce the death rate from 
typhoid and tuberculosis are familiar facts. Im- 
provement in health conditions in the United States 
since 1900 is displayed in the following figures for 


death rates and for the deaths from certain specified 
diseases: 


Death rates per 100,000 in the United States Registration Area. 


Cause of Death 1900 1910 af 1915 1920 
Typhoid 35.9 23.5 12.4 7.8 
Malaria leo) a 2.2 2.3 3.6 
Tuberculosis of the lungs 181.8 439.7 128.2 100.8 
Pneumonia (all forms) : 180.5 ana 133.1 137.3 
Meningitis . 40.9 14.2 7A 6.0 
Bronchitis 45.7 | 23.4 17.4 433 
Diarrhea & eulepitigrune 108.8 100.8 i 59.8 ney 

der 2 years 
All deaths ; 1755.0 1495.8 1355.0 1306.0 


For the present we are concerned primarily with 
sickness rather than mortality, but it is a fair 
inference from the figures quoted that where mortal- 
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ity has so markedly declined sickness has diminished. 

13. Application of the method of insurance to 
accident and health risks ——The present chapter has 
attempted to show the gravity of the problems con- 
nected with personal accident and health'risks and 
the extent to which risk control thru preventive 
methods has been utilized as a solution of the prob- 
lem. Three important developments in the field of 
insurance have occurred which embody the distribu- 
tion by insurance methods of the uncertain and un- 
foreseen losses falling upon individuals because of 
these risks. These three methods of insurance, 
which will be taken up in succeeding chapters, are 
(a) personal accident and health insurance; (b) 
lability insurance, of which employers’ lability in- 
surance has to do particularly with accidents occur- 
ring in industry; and (c) workman’s compensation, 
the most recent development and one which attempts 
to solve the industrial accident problem nationally. 

Health insurance on a national scale, dealing with 
illness in a way similar to that in which workmen’s 
compensation deals with industrial accident, has been 
proposed in the United States and has been under 
discussion in various states for several years. Such 
national health insurance systems are now found in 
most of the civilized countries of Europe and the 
older schemes have existed since the early eighties of 
the nineteenth century. Whether health insurance 
will be established on a state-wide or national basis 
in the United States in the future, or how soon it 
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will be established are questions that only time can 
answer. 


REVIEW 


Give a general idea of the frequency of accidents. 

Discuss the ill health risk. 

Trace the changes in public opinion regarding accidents. 

What agencies are interested in accident prevention? De- 
scribe the methods used by them and the results obtained. 

Give some account of the work of rehabilitation. 

Discuss health conservation and the results which have been 
secured by it. 


CHAPTER XII 
PERSONAL ACCIDENT AND HEALTH INSURANCE 


1. Nature and extent of this kind of insurance.— 
The first insurance in the United States against the 
risk of personal accident or of ill health was that 
known as personal accident and health insurance. 
It is a form of voluntary insurance taken by those 
who have sufficient appreciation of the accident and 
health risk to seek the protection of insurance against 
it, or by those who can be persuaded by the company’s 
representative to take the insurance, and who are 
able to pay the premium asked. 

Mr. James G. Batterson of Hartford, Connecticut, 
first conceived the idea of developing personal ac- 
cident insurance in the United States. While travel- 
ing in England in 18638, he purchased a railway 
accident ticket and was so impressed with the plan of 
insurance involved that upon his return to the United 
States he sought and obtained a charter from the 
Legislature of Connecticut for the incorporation of 
a company to do this business in the United States. 
This company was the Travelers Insurance Com- 
pany. 

This company issued at first only railway accident 
policies, but in 1864 an amendment to its charter 
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permitted it to issue policies covering all forms of 
accidents. During the first few years of its ex- 
istence, rates based on English experience were 
found to be inapplicable to American risks and it 
became necessary to revise completely the classifica- 
tion of risks to conform to American conditions. 
Premium receipts for the first year’s business of the 
Travelers Insurance Company were $32,148; they 
amounted in 1922 for accident and health premiums 
to $10,535,604 and benefits were paid to the extent 
of $4,828,768, representing claims in more than 46, 
000 cases. ‘This company does the largest accident 
and health business in the world today. 

Health insurance in the United States before 1897 
was characterized by failure. Several companies 
were organized, but lack of financial backing and of 
a proper table of premium charges soon discouraged 
them. In.1898 the Fidelity and Casualty Insurance 
Company of New York undertook to write health 
insurance in connection with its accident policy. 
Other companies quickly followed. Commercial 
health insurance is still in an experimental stage. 
As a means of meeting competition, many accident 
insurance companies now issue health policies either 
as separate contracts or as part of their accident 
policy, but health insurance seems to lack the popular 
apeal of accident insurance. 

The total premium income for accident insurance 
written by all stock and mutual companies in the 
United States in 1921 was $79,368,705, and benefits 
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were paid by these companies during the year 
amounting to $33,987,369, or 42.8 cents paid in 
losses for each dollar of premiums received. Health 
insurance was written during the same year by 48 
stock and mutual companies, collecting premiums 
to the extent of $21,298,891, and paying losses to 
the value of $11,374,599—the ratio of losses to pre- 
miums in this instance being 53.4 per cent. 
Protection against personal accident and ill health 
risks is furnished by four types of insurance carriers, 
the*stock and mutual companies noted above which 
probably do the major portion of the business, 
mutual associations and miscellaneous organizations. 
The Insurance Yearbook for 1922-1923 lists 59 
mutual accident associations and 85 mutual sick 
benefit associations doing business in the United 
States during 1921, and discloses that thirty-one ac- 
cident associations reported premiums or assessments 
to the amount of $9,914,079, and claims paid for 
$6,258,114, while thirty-one sick benefit associations 
reported premium incomes of $9,014,661 and claims 
paid for $4,325,957. These associations are organ- 
ized in some instances to write insurance among 
restricted classes, for instance business, commercial 
or professional men. The total amount of business 
done by such insurance carriers is not known and it 
is possible that they carry more health risks than 
do the stock and mutual insurance companies. 
There are also miscellaneous funds established by 
industrial and commercial corporations, by labor 
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unions, and by fraternal organizations for carrying 
these risks, but no figures are available to indicate 
the extent of their operations. 

The present chapter will deal almost entirely with 
the more highly developed forms of this insurance 
by stock and mutual companies organized on a 
corporate basis. 

2. The contract of insurance and its coverage, 
term of the contract—Accident and health risks are 
similar to life risks in their influence on the economic 
status of the individual. The occurrence of an‘ac- 
cident or ill health at any time during the produc- 
tive life of an individual may cut off his income, either 
temporarily or permanently, and cause a failure to 
satisfy his responsibilities to others, and therefore 
insurance against such risks for the period of ex- 
posure would require policies for twenty-five, thirty, 
or thirty-five years. However, the usual term for 
which an accident or health policy is issued is one 
year. Some policies are issued for terms of three to 
six months, and in limited cases for even shorter 
periods. The so-called railway ticket policy covers 
the time occupied in a single railway journey, and 
industrial policies are issued on a monthly basis. 

The usual policy being issued for a term of one 
year, and the need of the insured being for a coverage 
extending over a maximum of thirty-five years, it is 
important to know whether and how this protection 
can be continued. Most accident and health policies 
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provide for renewal of the contract by mutual agree- 
ment; in other words, a renewal may be granted if 
the company sees no reason for denying it. Further- 
more, most contracts give the company the right to 
cancel at any time upon the return of the unearned 
premium for the unexpired term of the insurance. 
Whatever may be the cause for the company’s refusal 
to renew or desire to cancel, either may come at a 
time when the policyholder is in greatest need of this 
protection. 

The limited terms for which ordinary accident and 
health contracts are issued and the right reserved by 
the company to cancel or to refuse to renew are un- 
satisfactory features of these policies. They can 
probably be traced to the fact that this type of in- 
surance was begun at a time when little was known 
as to the character of the risks, and insurance com- 
panies did not dare to issue a coverage of unknown 
breadth that might easily lead them into early bank- 
ruptey. This explanation does not render them any 
more satisfactory at the present time. Some com- 
panies have recognized this deficiency of the ordinary 
contract, and have in recent years provided a non- 
eancellable accident and health policy, which is issued 
only to persons who can pass a required medical ex- 
amination. The premium on a non-cancellable pol- 
icv is of course higher, particularly with reference 
to health coverage, since the liability to illness in- 
creases with age. The higher premium for the non- 
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cancellable contract is further justified by the prob- 
ability of an adverse selection among those who 
continue. The tendency among holders of non-can- 
cellable contracts will unquestionably be to continue, 
the contract in those cases where the insured is in 
poor physical condition and liable to attacks of 
disease or illness, whereas if such a condition existed 
in the case of the holder of a cancellable contract, or 
the ordinary one-year term policy, the insurance- 
company would refuse to renew. To the insured the 
more valuable contract is, without question, the non- 
cancellable one, but on strict insurance principles, he 
must always pay a premium representing the cost of 
the risk carried, and it will undoubtedly be higher 
in such a case than in the ordinary one-year term 
policy. 

3. Accidents and illnesses covered by the policy — 
If the accident policy is to furnish complete coverage, 
it must include all accidents that fall within the classi- 
fication, “unforeseen or unexpected.” In addition 
it must make careful provision to prevent its use as a 
means of gain by unscrupulous persons. 

The insuring clauses of these policies vary greatly 
in their statements as to accident coverage. The fol- 
lowing extracts from actual contracts may be con- 
sidered as typical: 


“Against the effect of bodily injury caused directly, solely 
and independently of all other causes by external, violent 
and accidental means i 

“Against the loss of life resulting directly and indepen- 
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dently of all other causes, from bodily injury effected dur- 
ing the term of this policy solely thru accidental means; and 
against disability while this policy is in force and resulting 
from bodily injury effected thru accidental means——.” 


The main difference between these insuring clauses 
lies in the inclusion in the first of the terms “ex- 
ternal, violent and accidental means,”’ while the sec- 
ond merely states that bodily injury must occur thru 
accidental means. In the early history of accident 
insurance, the companies were naturally anxious to 
word their policies so that they would not be sub- 
jected to losses due to moral hazard. At a very 
early stage in the history of the business, claims were 
contested by the companies and the question was very 
soon put up to a court of law to determine what con- 
stituted ‘‘external, violent and accidental means.” 
The meaning of the policy is carefully discussed in 
two cases—The United States Mutual Accident As- 
sociation versus Barry (131 U. S. 100) and Riley 
versus Interstate Business Men’s Accident Associa- 
tion, (152 M. W. 617)—and the question of liability 
under accident policies was further settled by the 
United States Supreme Court in the following rul- 
ing: ‘‘That if a result is such as follows from ordi- 
nary means voluntarily employed in not an unusual 
and unexpected way, it cannot be as a result affected 
by accidental means, but if in the act which precedes 
the injury something unforeseen, unexpected, un- 
usual occurs, which produces the injury, then the in- 
jury has resulted from accidental means.” The sec- 


166 INSURANCE 


ond clause given above furnishes unquestionably the 
broader coverage, since under it no question can 
arise as to whether the injury was caused by ex- 
ternal or violent means. A tendency to simplify 
and liberalize the policy wording has followed the 
growth of knowledge and experience concerning this 
kind of insurance, and it is to be expected that the 
tendency will continue in the future. 

The insuring clauses covering the company’s li- 
ability for sickness likewise show great variations: 


‘‘A gainst the effects of sickness as follows: ..........-- 
if the insured shall be continuously confined within the house, 
not leaving it at any time, or for any purpose whatsoever, 
and regularly visited therein at least once in every seven 
days by a licensed physician and be wholly prevented from 
transacting any and every kind of business, solely by (here 
is cited eighty-three different kinds of diseases) not includ- 
ing their complications and consequences provided that this 
insurance shall have been in continuous force for thirty days 
from its date prior to the contraction of the disease.” 

“The insured shall, independently of all other causes be 
ssisloge aye wat als disabled and prevented by bodily disease, not 
herein excepted, from performing any and every kind of 
duty pertaining to’ his’ occupation. ..... 2.6. no payment 
shall be made for disability resulting from any disease for 
which the insured is not treated by a physician or from dis- 
ease beginning within fifteen days from noon of the date of 
this policy.” 

“Against disability commencing while this policy is in 
force ee resulting from sickness; such disability. . 
to be such as will result i in continuous loss of eee time.” 


In the first of these insuring clauses, the specific 
diseases covered by the policy are enumerated. 
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While the list is long, including eighty-three different 
diseases, yet a casual survey indicates that several 
well-known and frequent causes of illness are not in- 
cluded; the coverage, in other words, is not complete. 
In contrast to this, the last clause given covers dis- 
ability resulting from sickness without any specifica- 
tion as to the cause of the sickness. The sickness 
cover clauses are undoubtedly going thru the same 
sort of development as was indicated in the case of 
accident coverage. The premium for health insur- 
ance no doubt varies with the varying character of 
this insuring clause, as it should, but the clause offer- 
ing the broader coverage will unquestionably be less 
subject to misunderstanding and will be more satis- 
factory to the policy-holders. 

4. Benefits under accident and health policies.— 
In the analysis of risk in Chapter I, accident or sick- 
ness occurring to an individual is measured in terms 
of his economic loss. If uncertainty is to be com- 
pletely replaced in this instance by certainty, the in- 
surance premium which he pays becomes a certain 
loss while all other financial losses which he sustains 
as a result of accident or illness will be transferred 
to the insurance fund. Of course, no system of in- 
surance grants this complete coverage, and in the 
particular case of accident or sickness insurance, it 1s 
not possible to measure the financial loss with any 
such certainty of refinement as the definition of 
Chapter I would indicate. 

It is sufficient for practical purposes that there be 
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agreement in a broad general way with the require- 
ments of theory. Accordingly, companies issuing 
accident and health policies are careful to see that no 
policy is issued promising periodic indemnity in 
amounts greater than the current income of the in- 
sured. 

Since there are many companies issuing accident 
and health policies, it would seem possible for the in- 
sured to violate the most liberal interpretation of the 
principles of indemnity by seeking contracts from 
various companies. The policy contract often, tho 
not invariably, makes provision against such a con- 
tingency. It sometimes provides that, when without 
notice to the company the insured carries with any 
other company or association, other insurance, cover- 
ing the same loss, the company will be liable only for 
that portion of the indemnity promised as the said 
indemnity bears to the total indemnity in all policies 
covering such loss and that, when the company’s li- 
ability is thus scaled down, it shall return to the in- 
sured that portion of the premium representing li- 
ability not assumed. A more liberal form of “other 
insurance clause” is the following: 


“Tf a like policy or policies, previously issued by the com- 
pany to the insured, be in force concurrently herewith, mak- 
ing the aggregate indemnity for loss other than that of 
time on account of disability in excess of $50,000, or the 
aggregate indemnity for loss of time on account of disability 
in excess of $250 weekly, the excess insurance of either kind 
shall be void and all premiums paid for such excess shall be 
returned to the insured.” 
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In other cases the policy contract may contain no 
reference to other insurance; in such cases the appli- 
cation for insurance, which is usually included in the 
contract or made a part of it by reference, will reveal 
the existence of other policies covering the same risk. 

Granted that accident or illness insurance benefits 
must be based upon the principle of indemnity, the 
benefits should be directly related to the effects of 
accidents or illness upon the income of the insured. 
Such contingencies may result in the death of the 
insured and the complete cessation of his income, or 
they may render him permanently unable thereafter 
to earn an income. ‘They generally also necessitate 
extra or unusual expense. An economically ad- 
justed system of benefits will seek to replace losses 
so incurred from the insurance fund. In a well co- 
ordinated system of insurance against all possible 
personal risks, it would be economically justifiable 
to exclude a benefit under accident and health policies 
in case of death and to include this benefit only under 
life insurance policies. 

Despite possible duplication of life and accident 
coverage, the accident and health policies include 
payments for death and for disability. The usual 
plan is to establish a fixed relationship between the so- 
called principal sum of the policy payable in the event 
of death and the weekly indemnity, $1000 principal 
sum for each $5 weekly indemnity. ‘The policy, for 
which premiums are usually quoted is $5,000 princi- 
pal sum and $25 weekly indemnity. These policies 
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promise the payment of the principal sum insured 
upon the occurrence of death from accident, or the 
payment of the stated periodic indemnity during the 
continuance of disability occurring as a result of 
bodily injury. The disability indemnity should con- 
tinue thruout the period of disability if the economic 
loss of the insured is to be covered. A few accident 
and health insurance companies grant policies giving 
this complete and satisfactory coverage stated in the 
simple terms above given. 

5. Restrictions on benefits—Many accident and 
health policies surround their benefits with restric- 
tions that convert an apparently liberal policy into 
one of very limited coverage. For example, policies 
sometimes make their benefits available only when 
injuries are sustained while riding as a passenger on 
a common carrier and resulting from the wrecking of 
the car or conveyance on which the passenger is rid- 
ing. Kestrictions by which the weekly indemnity 
during disability is paid only in case the injury oc- 
curred in certain ways specified in the contract are 
common, and it is possible that if statistics were avail- 
able, they might show that the specified ways were 
not those in which such injury most commonly occurs. 

Even more serious from the viewpoint of the eco- 
‘ nomic need of the insured is limitation of the periodic 
indemnity to a brief period. For instance, some poli- 
cies limit the weekly benefit to a maximum of 26 
weeks. It is to be emphasized that the insured loses 
his income thruout his period of disability, and his 
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need is for a complete coverage of this loss. In 
early accident and health policies periodic indemnity 
was invariably limited to a stated maximum number 
of payments but, with increasing experience and 
knowledge of the business, it is to be expected that 
these restrictive provisions will be replaced by 
policies of the’ more liberal and more satisfactory 
type. 

6. Supplementary benefits—Accident and health 
policies today, in addition to the benefit for death and 
disability indicated above, offer an “attractive” list 
of additional benefits, attractive because they are in- 
cluded in the contract usually for the sole purpose of 
attracting the eye of the purchaser, that is, they are 
used as a means of meeting competition. Many of 
the frills or trimmings found in accident or health 
policies today have no other basis; tho some have real 
economic importance. Policies generally grant dou- 
ble indemnity, twice the amount stipulated in the con- 
tract, when the accidents causing death or disability 
occur in certain specified ways. Some policies have 
even gone so far as to offer triple and quadruple in- 
demnity benefits. Such increased benefits are given 
generally only in those cases which are of. relatively 
infrequent occurrence. Other “frills” include hos- 
pital benefits or surgical benefits which may indeed 
have real value. In other cases, policies often in- 
elude a schedule of elective benefits, fixed sums of 
money granted for a specified schedule of injuries, in 
lieu of regular weekly indemnities. 
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A provision of many health and accident policies 
which requires notice is the so-called accumulation 
feature. An accumulation policy might begin, for in- 
stance, as a $5000 principal sum, $25 per week in- 
demnity contract, but if renewed for further periods 
of one year each, these benefits would be increased 
10 per cent per year up to a maximum of 50 per cent, 
and the policy would thus become in five years’ time 
a policy paying $7500 as principal sum and a weekly 
indemnity of $37.50. The motive of the accumula- 
tion policy is again one of salesmanship. 

7. Settlement claims.—Since premium charges for 
insurance are based on assumed probable losses it 
is clear that an insurance company which experiences 
loss ratios widely varying from those expected is trav- 
eling a road fraught with peril. Careful supervision 
of claim settlements is important because the com- 
pany should pay all legitimate claims upon the insur- 
ance fund and should not use claim settlements as a 
means of correcting mistakes in premiums; altho for 
the proper protection of the insurance fund, the com- 
pany must resist all fraudulent claims. 

The conditions required by accident and health 
companies prior to their acknowledgment of the 
claim do not vary widely. In recent years, several 
states have passed standard provision laws, requiring 
the inclusion in accident and health policies of cer- 
tain clauses and agreements in the form specified by 
the statutes. A number of these provisions have to 
do with the settlement of claims. The policy re- 
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quires first that the company shall be notified in writ- 
ing of any injury or sickness on which claims may be 
based, such notification to be within twenty days after 
the date of the accident causing injury, or within ten 
days after the commencement of disability from sick- 
ness. In the event of accidental death, immediate 
notice is required to be given to the company. 

Following the receipt of such notice, the company 
agrees to furnish the claimant with forms for filing 
proof of loss, such proof to be furnished to the com- 
pany within ninety days after the termination of the 
period for which the company is liable when claim is 
for loss of time from disability; and in case of claim 
for any other loss, within ninety days after the date 
of such loss. A proper regard for the protection of 
the company’s interest against moral hazard justifies 
these requirements as reasonable. 

The contract further gives the company the right 
and opportunity to examine the person of the insured 
as often as may reasonably be necessary during the 
pendency of the claim, and also gives the right to 
make an autopsy in case of death where this is not 
forbidden by law. 

Such provisions seek to give the company full op- 
portunity to investigate the circumstances surround- 
ing an accident or illness, and the presentation of a 
claim for indemnity therefor. On the basis of this 
investigation of the examination of the insured and 
of the facts presented in the proof of loss, the com- 
pany is enabled to determine whether the loss is one 
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covered by the policy, whether the indemnity claimed 
is reasonable in view of evidence submitted, and 
whether over-insurance exists. 

8. Accident premium rates.——The problem of rat- 
ing in health and accident insurance is more intricate 
than in life insurance, but less complicated than in 
fire insurance. In life insurance, prospective policy- 
holders are divided into two classes, the insurable and 
the non-insurable. Those who are able to pass the 
company’s medical examination pay the rate estab- 
lished for the given type of contract at the age at- 
tained. In fire insurance many minimum or class 
rates are established for groups of similar properties 
but, in many cases, rates are quoted for a given piece 
of property only after careful consideration of all the 
elements of hazard affecting it. Both accident and 
illness rates vary with the occupation of the insured, 
and each probably varies with his age. Were the in- 
formation available, it would probably indicate fur- 
ther variations in these rates with geographical lo- 
ealities, and with other factors which have not been 
considered. In other words, accident and health in- 
surance rates might well be as complicated as fire in- 
surance rates if attempts were made to measure all 
the elements of hazard affecting the loss ratios in this 
business. 

In establishing premiums for personal accident in- 
surance at the outset, statistical experience was not 
available upon which to determine rates and they 
were based on a very rough type of underwriting 
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judgment. In 1891, the International Association of 
Underwriters was formed for the purpose of promot- 
ing harmony and good-will among American accident 
companies, and for finding in their common experi- 
ence a basis for establishing premium rates. For a 
number of years, discussions of premium rates and 
classifications continued among individual members 
of the association, and so many inaccuracies and in- 
consistencies in rates were discovered that in 1904 a 
committee was established to receive and tabulate the 
common experience of the companies. The results 
of this effort was the publication, in 1906, of a stand- 
ard manual of accident rates. The present manual 
classifies all occupations into eleven groups as fol- 
lows: 


Classification 


1. Select 

2. Preferred 

2x. Extra Preferred 
Ordinary 
Medium 

. Special 

. Hazardous 

. Extra Hazardous 
Perilous 

Extra Perilous 

A and N 


OH DIDAPO 


Not all companies write accident policies in all these 
classifications. Some confine their operations wholly 
to the better classes or risks in the first two or three 


classifications. 
XIX—13 
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Premium rates for personal accident insurance 
still lack an adequate statistical basis. Several fac- 
tors, such as the hazard of occupation, the effect of 
injury upon the performance of duties, and the moral 
hazard, have been taken into consideration in the 
make-up of the present classification of risks. A 
brakeman or a coal-miner, for instance, is more liable 
to accidents than is a teacher or physician. Again 
a lacerated finger means much more to a surgeon or 
violinist than it does to a lawyer or traveling sales- 
man. Furthermore moral hazard is considered, In 
occupations where employment is irregular there is a 
temptation to have the accident company pay income 
during periods of idleness. The classification further 
takes note of the relation of the occupation to the 
physical condition of the person. ‘The condition of 
the fatigue incident to certain occupations and the 
excessive physical wear of the body as the result of 
some occupations seriously affect the possibility of ac- 
cident. 

9. Health insurance premium rates——When health 
insurance was first introduced, the rates were largely 
guess-work. In 1847, a Philadelphia company is- 
sued a policy, promising a $4 weekly indemnity for 
disability from illness, and charged a premium of 
$5.25 at ages 20 to 25, the rates increasing somewhat 
for succeeding five-year age groups. The company 
failed, partly, it is said, because the premiums were 
too low on the older age risks, and partly because of 
a too liberal treatment of fraudulent claims. 
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The “limited risk” policy was first issued in 1897 
for a premium of $2 for all ages and occupations. 
The policy is still sold, tho it is entirely unsatisfac- 
tory, because its limited coverage leads to misunder- 
standing on the part of purchasers. The purchase of 
this policy by the insured, and his subsequent discov- 
ery that many of the illnesses to which he is subject 
are not covered, has done much to prevent the growth 
of a wide demand for health insurance. 

General health policies are issued at the present 
time, offering monthly benefits of varying amounts, 
the premiums charged varying with these benefits, 
with occupation and with age. ‘T'wo age groups only 
are used, persons between ages 18 and 50 taking one 
rate and those from 51 to 55 a higher one. 

10. Accident and health underwriting —When the 
insurance company has established the system of in- 
surance and has fixed its rates of premium, its under- 
writing problem becomes one of operation under con- 
ditions that will maintain solvency, that is, under con- 
ditions that will maintain a proper relation between 
income and outgo. In this respect, accident and 
health underwriting presents interesting contrasts to 
life insurance and fire insurance. In life insurance, 
since applicants are divided into two classes, those 
who pass the medical examination and those who are 
unable to do so, the problems of underwriting are 
largely solved when the insurance company has estab- 
lished a premium rate for its contracts and has fixed 
the requirements of its medical examination. In 


178 INSURANCE 


other words, the underwriting problem in life insur- 
ance is largely the problem of the actuary and the 
medical director. Fire insurance presents the direct 
contrast to this situation. Premiums for insurance 
having been established, the most serious problems of 
company operation are involved in the task of dis- 
tributing risks geographically and in time in such 
ways that the actual loss experience of the company 
will coincide approximately with the loss experience 
upon which premium charges were based. 

In accident and health insurance underwriting, the 
underwriter’s task is not completed with the fixing of 
a premium rate but, on the other hand, the problem 
of geographical distribution of risks is not present. 
Accident underwriting, however, shares with fire un- 
derwriting the serious factor of moral hazard, one 
that is of relatively shght importance in life insur- 
ance. 

The accident and health company, having estab- 
lished a scale of premium rates, has the opportunity 
at two stages of its business to influence or adjust 
the relationship of income to expenditure. It may 
select its risks among the applicants for policies with 
such care that its loss experience will be low, or it 
may carefully scrutinize all claims presented, resist- 
ing them wherever possible, and thereby maintain the 
ratio of claims paid to claims presented at a low fig- 
ure. ‘The latter method is dangerous; it gives the 
business a bad reputation in the eyes of the insuring 
public and reacts to the detriment of the business as a 
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whole. Generally speaking, however, the accident 
and health insurance companies deal liberally with 
claims, but make the original selection of these risks 
only after the most rigid consideration of the physi- 
cal and moral factors involved. 

In the selection of accident and health risks the 
aim is to obtain purchasers in normal physical con- 
dition, and to refuse all cases in which the moral and 
financial responsibility of the applicant is not of the 
highest character. Without this care, there is a 
danger that the facts in the application for insurance 
may be misrepresented, or that the company may 
classify the case wrongly or even accept it where ac- 
ceptance would not be justified in view of full knowl- 
edge of facts. There is the further danger of 
malingery on the part of the insured in making claim, 
that is, of pretense to more serious disability than the 
physical condition of the insured justifies. 

It has often been suggested that medical examina- 
tions be given to applicants for accident and health 
insurance. They are required today usually only 
with the non-cancellable policy. The issue of policies 
without a medical examination is defended on the 
ground that the examination would entail consider- 
able expense, the saving of which permits the issue 
of the contract at a lower rate of premium. More- 
over some authorities believe that the higher premium 
required by a medical examination would tend to 
discourage the taking of insurance. As a substitute 
for such examinations, there is a very careful state- 
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ment of the prospect’s condition of health in his ap- 
plication for insurance, and this statement is made a 
material factor in the acceptance of the risk by the 
company. Furthermore, the companies doing this 
business interchange data with reference to the in- 
surability of various applicants and obtain a mass 
of information from private inspection agencies with 
regard to any person seeking a policy of insurance. 

The written application is thus an important fac- 
tor in the acceptance of the risk. The truth of the ap- 
plicant’s statements is of material importance to the 
company in the selection of policy-holders. and any 
misstatement, whether made with intention to de- 
ceive or not, is liable to void the policy. 

11. Reserves.—It is usual for the state in which a 
company is domiciled, or in which it does business, to 
establish a minimum standard of solvency. Careful 
underwriting, of course, demands the maintenance of 
such reserves to guarantee solvency on the part of 
any kind of insurance company, but since the best 
standards of insurance practice are so frequently 
ignored the state requirement is of fundamental im- 
portance. 'The actual methods of valuing accident 
and health insurance reserves are far from perfect, 
and they probably will not be improved to any great 
extent until the whole science of insurance and rate- 
making for accident and health business is placed 
on a firmer statistical foundation. 

The reserve requirements of the states today are 
usually two: an unearned premium reserve and a re- 
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serve for outstanding claims. The requirements of 
a reserve against unearned premiums is based on the 
assumption ‘that the company has no right to use the 
entire premiums for the payment of losses until the 
term of the insurance has completely expired. Thus, 
the assumption admits that a one-year term policy 
issued at a premium of $50 would six months after 
date of issue be able to contribute one-half of its 
premium for the payment of accrued losses under 
this or other policies having claim upon the insurance 
fund. The assumption carries the further require- 
ment that the remaining $25 premium must be held 
for the satisfaction of losses accruing during the re- 
maining six months of the term of the policy, or to 
be returned to the insured in case the policy is can- 
celled. 

A reserve for outstanding claims usually includes 
the following items: an amount to cover unpaid 
drafts which have been issued but not presented for 
payment; an amount to permit the continuation of 
payment on claims now being paid in periodic instal- 
ments; a fund from which to pay the expense of set- 
tling claims which have no merit and which are being 
resisted by the company; and an amount to cover the 
future liability of the company in cases where acci- 
dents or sickness have occurred to policy-holders, 
but where the company’s liability has not yet been 
determined. The fund to cover the last-named fac- 
tor is usually determined by obtaining from the ex- 
perience of one or several companies the average cost 
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in the form of indemnity payments per notice of ac- 
cident or sickness, and setting up a reserve fund equal 
to this average cost for every accident and every 
case of sickness reported on which the company’s li- 
ability has not been determined. 


REVIEW 


Review the history of commercial health insurance in the 
United States and describe the types of companies which are 
writing it. 

Give some points of weakness in accident and health policies. 

What meaning do the courts give to “external, violent and ac- 
cidental means” as the phrase is used in an accident policy? 

Name the restrictions placed on some accident policies which 
destroy their apparently liberal features. 

Discuss supplementary benefits in accident and health policies. 

Name the principal groups into which occupations are classi- 
fied for insurance purposes. 

Contrast accident and health underwriting with that of life 
and fire insurance. 

State the usual reserve requirements of state laws. 


CHAPTER XIII 
LIABILITY INSURANCE 


1. Types of insurance——The economic losses re- 
sulting from accidents have given rise to three dis- 
tinct types of insurance. One of them, already con- 
sidered, protects the victim directly. When acci- 
dents occur some one may be legally responsible for 
their effects and liable to the injured person. Such 
a liability may result in economic loss and against 
this a man may protect himself by the second type, 
liability insurance. It is primarily for the benefit of 
the man who must pay for the injury done, tho indi- 
rectly it benefits the injured person who is to be com- 
pensated by making his indemnity more certain. A 
third type, workmen’s compensation insurance, has 
for its primary purpose benefit to the victims of in- 
dustrial accident, tho indirectly it works to the bene- 
fit of the employer by turning an uncertain and 
variable outlay into a fixed and definite expense. 

Logically it might well seem more appropriate to 
follow the personal insurance against accident by the 
discussion of workmen’s compensation, since in each 
case the direct beneficiaries of the insurance are the 
victims of the accidents. Historically, however, the 


latter form of insurance is an outgrowth of the li- 
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ability of employers, and it is therefore more con- 
venient to consider first the facts of liability and the 
insurance incidental to it. ; 

2. The liability risk.—Liability is a term of broad 
import, but we are chiefly concerned with the obliga- 
tion towards others arising from personal injuries to 
them for which a person is legally responsible. Li- 
ability insurance is a means mainly of distributing 
uncertain losses arising thru the imposition of dam- 
ages in such cases by a court of law. 

The common law of negligence determines this li- 
ability. Negligence is chargeable when, without in- 
tention of harming another, a person fails to give the 
care necessary to protect another from damage, and 
such damage is caused. In such a case the damaged 
person has redress at law against a person responsible 
for negligence as above described causing him eco- 
nomic loss thru accident. 

The law was at first developed before the relation 
of employer and employe existed and was concerned 
with legal liability to outsiders. The relationship of 
lord and serf in mediaeval times was far different 
from that of employer and employe in modern times. 

In modern industry, accidents occurring to em- 
ployes come within the scope of the law of negligence, 
such a liability to the employe being recognized in 
England in 1837 and in the United States in 1841. 

Employer’s liability thus recognized has had a de- 
velopment distinct from the law of negligence, tho 
following its general principles. Certain obligations 
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rest upon the employer. He must provide suitable 
fellow servants, establish proper rules, warn of 
danger and furnish safe appliances and a safe place 
to work. Failure to meet these conditions renders 
him liable for damages to his employes when injuries 
are sustained. 

The plaintiff in a suit at law was obliged to prove 
that the employer was negligent and that his injuries 
were due to such negligence. The employer, on the 
other hand, might escape liability if he could show 
that the injury was caused by a fellow servant of the 
injured worker, or that the injury resulted from a 
risk assumed by the employe in accepting employ- 
ment, or by showing that the servant’s own negligence 
in any way contributed to the injury. Further means 
of escape from the liabilities imposed by the law of 
employer’s liability were open to the employer. Un- 
der the common law, the right of action for damages 
because of personal injury expired with the death of 
the injured person, and recovery was therefore im- 
possible for all cases of injury resulting in death. 
Again, employers, realizing the possibility of hav- 
ing damages imposed upon them for personal in- 
juries to employes, many times required applicants 
for positions to sign contracts relieving the employer 
of all liability for personal injury, such contracts be- 
ing a condition precedent to employment, and such 
contracts have been sustained under the common law. 

The rules of employer’s liability have undergone 
changes from time to time, as they have been found 


186 INSURANCE 


inadequate to meet the situation demanded by mod- 
ern industrial development. They have been modi- 
fied both by court interpretation, and by statutes— 
in the later years of employer’s liability, by special 
employer’s liability acts. In the main such modifica- 
tions have affected principally the interpretation of 
the so-called employer’s defences. Thus, the fellow- 
servant doctrine has in some cases been modified by 
defining carefully who is to be considered a fellow- 
servant and by eliminating, for instance, employes 
in other departments; in other instances the fellow- 
servant rule has been done away with entirely. In 
certain jurisdictions, the doctrine of contributary 
negligence has been replaced by a doctrine of com- 
parative negligence. According to the former, the 
employer is relieved of all liability if the employe 
has been at fault to the slightest degree; by the re- 
vised doctrine, if it could be determined that em- 
ployer and injured worker were equally at fault, they 
would have to stand the responsibility for the loss 
equally; in other words, damages would be assessed 
to only 50 per cent of the amount which would have 
been obtainable in case the employe had not contrib- 
uted toward the cause of the accident. 

3. Relation of the liability risk to the personal ac-. 
cident risk.—The law of negligence has thus devel- 
oped in modern times along two lines, one body of 
principles defining the duty of persons in protecting 
the public from bodily injury, and another, some- 
what separate and distinct, defining one’s duty in 
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protecting employes from accidental injury. The li- 
ability risk may be thus defined as the risk of uncer- 
tain loss due to the imposition of liability for neglect 
of any of these duties. 

The liability risk, therefore, differs essentially from 
the risk of personal accident, and an insurance solu- 
tion of the former may, or may not, represent a solu- 
tion of the latter. Only insofar as personal accidents 
are compensated in cases where some one can be 
proved to have negligently caused them, can the law 
of negligence be said to be a solution of the accident 
problem. What proportion of work accidents fall 
in this class it is impossible to state definitely. At- 
tempts that have been made to classify industrial ac- 
cidents by causes reveal the fact that those definitely 
attributable to the negligence or fault of the employer 
are a very small proportion of the total number. 

The available evidence goes to show that the hazard 
of industry is responsible for the vast majority of 
industrial accidents. Any employer’s liability law, 
therefore, that permits the application of the doctrine 
of assumption of risks throws upon the shoulders of 
the injured worker, or his dependents, the major eco- 
nomic loss due to industrial accidents. Because it 
has been felt that employer’s liability was practically 
a failure as a solution of the industrial accident prob- 
lem, it has been almost completely replaced in recent 
years by the newer principle of workmen’s compensa- 
tion. 

4. Function of liability insurance —While the law 
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of negligence is not a satisfactory solution of the 
personal accident problem, it creates a problem that 
requires an insurance solution. Many cases of per- 
sonal accident are taken to court for adjudication 
and damages are obtained, instances occurring where 
awards in very large amounts are given. The busi- 
ness man or property owner who faces the danger of 
thus being brought into court and required to pay a 
large sum because he has been proved negligent in 
some regard faces a most serious economic uncer- 
tainty. Those exposed to such losses include manu- 
facturers, contractors, owners or tenants of buildings, 
owners of vessels, or automobile owners, in fact, any 
persons who own property which may be levied upon 
to satisfy a claim for damages. Liability insurance 
represents the insurance solution of this lability risk, 
and is only indirectly related to the problem of meet- 
ing the economic loss resulting from personal acci- 
dents. ‘The law of negligence was developed in part 
to meet the accident problem and liability insurance, 
in turn, was developed to meet the liability problem. 

5. Development of liability insurance—Liability 
insurance began at a relatively late date in the United 
States, the first policy bemg an employer’s lability 
contract issued by the American branch of an Eng- 
lish company in 1886. It will be remembered that 
the first cases involving the extension of the law of 
negligence to the protection of workmen occurred in 
the years 1837, 1841 and 1842. In 1908, the total 
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premium income for liability insurance written in the 
United States by nineteen companies then transact- 
ing lability insurance, aggregated about twenty-one 
millions of dollars. In 1921, the premium income of 
stock and mutual companies writing this business 
was $103,764,843. This increase in premium in 
twelve years’ time does not represent the real growth 
of the business. In 1908 there were no workmen’s 
compensation acts in operation and a large propor- 
tion of the twenty-one millions of premiums was 
probably for employer’s liability insurance. By 
1920, on the other hand, there remained only six 
states in the Union which had not passed compensa- 
tion laws, and these laws have very considerably re- 
duced the field of operations of employer’s lability 
insurance. ‘The .development of insurance in this 
field is better indicated by a comparison between the 
twenty-one millions of premiums in 1908 and the 
total premium income of 1921 for both lability and 
compensation insurance. The latter figure is ap- 
proximately $247,000,000. 

6. Liability insurance, nature and coverage.—The 
risk of loss from the imposition of damages upon a 
person because his negligence has resulted in per- 
sonal injury to another is the essential uncertainty 
which has brought about the development of liability 
insurance. The obligations assumed by the liability 
insurance company under the form of contracts now 
in use include the furnishing to the insured of certain 
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services, the payment of certain costs, and, most im- 
portant, the payment for damages assessed upon the 
insured because of negligence. 

7. Kinds of liability insurance—The varying cir- 
cumstances under which a claim for damages may 
arise necessitate the issue of a wide variety of policies 
to cover this risk. Up to this point lability and in- 
surance incidental to it have been discussed from the 
standpoint of personal or bodily injuries. Any at- 
tempt to enumerate the kinds of liability insurance 
reveals the fact that legal liability and consequently 
liability insurance also extends to damage done to 
property. 

The following classification includes the main 
types of liability insurance issued today: 


A. Personal injury coverages 
1. Public lability insurance 
. Manufacturer’s and contractor’s liability 
. Owner’s, landlord’s, and tenant’s liability 
; Residence! farm and private estate liability 
. Theater lability 
Elevator liability 
Team lability 
. Automobile lability 
. Druggist’s, physician’s, dentist’s and hospital’s 
lability 
i. Consumer’s liability 
2. Contingent liability insurance (public) 
a. Owner’s and contractor’s protective liability 
b. Landlord’s protective liability 
c. Automobile contingent liability 
3. Employer’s liability insurance 
a. Manufacturer’s and contractor’s 
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b. Residence, farm and private estate 
c. Automobile 
B. Property damage coverages 
a. Team property damage 
b. Automobile property damage 


Public lability insurance provides indemnity for 
the insured against loss by reason of his legal liability 
to others, not his employes, for bodily injuries ac- 
cidentally sustained, or for death at any time result- 
ing therefrom. The classification further indicates 
seven main types of public liabilities, coverage for 
each of which distinct policies are issued. The fun- 
damental character of the risk is the same for all of 
these contracts, their differentiation being necessary 
because of the varying types of persons or property 
involved in the coverage. 

Contingent lability insurance also covers liability 
of the insured to the public, but the liability in this 
instance is indirect. The landlord’s protective policy 
is written in favor of the owner or general lessee of a 
building in cases where he has leased the building en- 
tirely to a tenant and the tenant controls the prem- 
ises. The owner’s or contractor’s protective liabil- 
ity covers the insured owner or contractor against 
claims due to accidents to the public as a result of 
construction operations carried on by independent 
contractors or sub-contractors for the owner or con- 
tractor. 'The automobile contingent liability policy 
covers the liability of the insured for public lability 


or property damage losses because of the operation 
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of automobiles used in his business, but operated by 
employes or others. 

Employer’s liability insurance, the third group, 
protects an employer against loss or damage result- 
ing from claim by employes for bodily injury cr 
death. With the single exception of the property 
damage coverage of the automobile contingent liabil- 
ity contracts, the term, liability, in each instance re- 
fers to an obligation to pay damages because of neg- 
ligence which has resulted in personal injury; neg- 
ligence might equally result in the destruction of the 
property of others, but the liability contract, as the 
term is used technically, does not furnish protection 
against this loss. 

In two cases, team insurance and automobile in- 
surance, the possibility of claim arising against a 
property owner because of the destruction of the 
property of others, has made it desirable to include 
with the ordinary lability coverage, a coverage for 
property damage as well. The automobile policy 
also may include protection against collision, this 
feature indemnifying the insured against actual loss 
or damage to the insured automobile when caused by 
accidental collision with another object. 

Steam boiler insurance and fly wheel insurance de- 
serve to be classified in this place for it furnishes in- 
demnity of the types here discussed. Both steam 
boiler and fly wheel policies cover public liability, em- 
ployer’s liability, damage to the property of the in- 
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sured, and liability for property damage to outside 
persons. 

8. The amount of the insurance.—The indemnity 
payable by the insurance company under the liability 
contract is thus based on an award made in a court of 
law for injury sustained or for damages to the prop- 
erty of others. ‘The insurance company, of course, 
may agree to settle claims out of court, and assume 
liability for the payment of such agreed amounts, but 
the insured cannot make such agreements and hold 
the insurance company. But the liability insurance 
policy does not guarantee to indemnify the insured to 
the full extent of each award made. As in several 
other types of insurance, the coverage is limited. 
The standard limits for which rates are ordinarily 
quoted for either employer’s liability insurance or 
public liability insurance, are ‘$5,000-$10,000.” 
These figures mean that, in any single accident that 
may occur during the term of the policy, the insur- 
ance company will be liable to a maximum amount of 
$5,000 for an award to any one person in one accident, 
and to a maximum of $10,000 for awards to all per- 
sons in any one accident. As these limits are too 
small to offer adequate protection in many cases, the 
company will quote premium rates for different lim- 
its, the maximum limits in the rating manual of July, 
1922 being $50,000-$300,000. For property dam- 
age coverage the standard limit is $1000 as a maxi- 
mum for damage to the property of others in a single 
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accident. Higher limits will be named here also for 
an additional premium charge. 

9. Other liabilities assumed by the company.—Be- 
sides undertaking to pay claims for damages within 
the limits stated in the contract, the insurance com- 
pany promises to indemnify the insured for all costs 
levied against him for legal procedure, and to pay all 
the expenses of investigation, negotiation or defence 
of a claim. Furthermore, the company undertakes 
to make inspections of the plant or property of the 
insured and to make suggestions for improving it 
in such a way as to reduce the liability to accident; 
and engages further to defend the insured in all suits 
brought against him involving claims accruing dur- 
ing the term of the contract. 

10. Term of the insurance.—Liability insurance 
policies are usually issued for a maximum term of one 
year, tho public lability policies covering landlord’s, 
owner’s and tenant’s, theatre and elevator public lia- 
bility, and resident and farm public or employer’s 
lability contracts, may be issued for a maximum of 
three years. ‘The contract contains a provision for 
cancelation at any time by either the insured or the 
company, and in such cases the method is usually fol- 
lowed of returning a pro-rata of the premium in case 
the insurer cancels but of charging a higher rate 
for the expired portion of the term in case the in- 
sured cancels and returning to the insured the differ- 
ence: 

11. Premium rates—The determination of the 
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premium charge for liability insurance was, until re- 
cent years, a haphazard and unscientific procedure. 
At first the only experience available as a guide for 
rate making was that of Great Britain and Kuropean 
countries, where lability insurance had developed at 
a somewhat earlier date. Kuropean experience 
proved an unsatisfactory basis for quoting American 
rates. Rates were based largely on underwriting 
judgment, altho very early the companies concerned 
came together in conference, attempting to compare 
experience and obtain a sounder basis for rate 
charges. The development of compensation legisla- 
tion in the United States following the year 1910 was 
accompanied by a very rapid growth of a new actu- 
arial science, placing rate making for workmen’s com- 
pensation and allied fields of liability insurance upon 
a sounder statistical basis. Originally, the Work- 
men’s Compensation Service and Information Bu- 
reau, the members of which included the larger stock 
casualty companies, made rates for both compensa- 
tion and liability insurance. In 1922 compensation 
rate making was being performed by the National 
Council on Workmen’s Compensation Insurance, and 
liability insurance rates were being made by the Na- 
tional Bureau of Casualty and Surety Underwriters. 
While the detailed process of rate making is a com- 
plicated procedure, and can not be considered here, it 
is desirable to understand the exposure basis, or unit 
of insurance. 

In liability insurance, the rate basis varies accord- 
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ing to the nature of the risk. In employer’s liability 
and in manufacturer’s and contractor’s public habil- 
ity insurance, rates are quoted on a pay-roll basis, at 
so much per $100 of pay-roll. Public lability poli- 
cies issued to owners, landlords or tenants consider 
the unit of exposure a given amount of frontage of a 
building and a given floor space or area. The rating 
manual quotes two rates for risks of this type, a front- 
age rate and an area rate, the former being a charge 
per linear foot of frontage, the latter per 100 square 
feet of floor space. Elevator liability rates are 
quoted per individual elevator, team rates per team 
and theatre rates per seat. Public lability rates for 
baseball parks are quoted per $100 of gate receipts; 
residence and farm public liability rates are per re- 
sidence or per acre of land in the farm. 

12. Liability underwriting reserves—Three types 
of insurance carriers write liability insurance, stock 
and mutual companies and reciprocal or interinsur- 
anee exchanges. ‘The same companies which carry 
liability risk write also a large proportion of the work- 
men’s compensation insurance in the United States, 
and a fuller discussion of these carriers is reserved for 
the chapter on workmen’s compensation insurance. 
Two phases of their underwriting practices, which 
concern their liability business, require consideration. 
The first is the standard of solvency required by the 
various states; the second, their method of distribut- 
ing their liabilities in order to maintain the proper 
operation of averages in their experience. 
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State laws require that liability companies set up 
two types of reserve, an unearned premium reserve 
and a loss reserve. The former involves no com- 
plications, being the same as the unearned premium 
reserve under accident and health insurance noted in 
a preceding chapter. 

The loss reserve, properly determined, should be 
that sum which, with interest earned, will satisfy all 
future obligations of the company for accidents that 
have occurred prior to the date of valuation. The 
difficulty with valuation of future liability obligations 
lies in the indefiniteness of claims prior to their ac- 
tual adjudication by a court. Any accident that has 
occurred during the term of the policy stands as a 
possible liability for the company so long as the in- 
jured person or his representative has a right to 
bring action in court. Various methods have been 
suggested or have been used by liability insurance 
companies for valuing these future labilities. 

13. Liability underwriting—nsk distribution —Li- 
ability insurance carriers have three methods of dis- 
tributing their risks in such a way as to maintain a 
safe relationship between their obligations and their 
premium income. ‘They are known as limits, surplus 
and reinsurance. The company, as already noted, 
sets limits on the amount it will pay for a given ac- 
cident, the standard limits being $5000-$10,000. If 
these limits were followed rigidly, the company 
would effectively meet its problem of catastrophe 
losses; but to establish and maintain them would de- 
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feat in large part the purpose of the insured to ob- 
tain protection against unusual losses. The result 
is that the companies every day write policies with 
limits far in excess of the standard, adjusting their 
premium charge accordingly. This practice, how- 
ever, creates a catastrophe hazard for the insurance 
company that may defeat the whole plan of insur- 
ance unless other means are found for meeting un- 
usual losses. 

As a partial means of meeting this situation, at 
least in part, each company builds up a surplus which 
may be used as a balance between periods of heavy 
and of light losses. The surplus, however, cannot be 
depended upon exclusively since time is required to 
create it and the unusual losses may occur before it 
is available. 

The universal method of meeting the catastrophe 
lability by these carriers is thru reinsurance. By 
means of reinsurance the carrier is enabled to assume 
any risks required by the needs of the insured, and 
may then transfer to the reinsurance company any 
liabilities in excess of those which can be easily met 
from its own funds. There are two main types of 
reinsurance contracts, the first of which is known as 
excess reinsurance. A treaty arrangement is made 
between the given insurance company and the com- 
pany which is specializing in reinsurance business, 
whereby as soon as the former carrier has issued a 
policy, the treaty company automatically assumes li- 
ability in excess of stated amounts. In the second 
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type of pro-rata reinsurance the company issuing the 
treaty shares losses and expenses arising out of each 
and every accident irrespective of amount. 

14. Liability insurance and workmen’s compensa- 
tion.—So far as protection against the results of non- 
industrial accidents is concerned the law of negligence 
still protects the victim of accidents while liability in- 
surance protects those liable in damages. 

So far as industrial accidents are concerned liabil- 
ity insurance is interesting chiefly because it was an 
important stage in the development of a fuller pro- 
tection of the worker and a more satisfactory adjust- 
ment of the employer’s obligations thru workmen’s 
compensation legislation. This has almost every- 
where replaced employer’s liability. The develop- 
ment of workmen’s compensation, the motives for 
its enactment, and operations under the laws will re- 
ceive attention in the next chapter. 


REVIEW 


Discuss the origin and development of the law of negligence 
and its application to modern industry. 

State the nature of the liability risk, and how it differs from 
the risk of personal accident. 

Describe the function of liability insurance. 

Give some of the main types of liability insurance. 

State how the companies determine the amount of the in- 
demnity and what liabilities they assume. 

Discuss the terms and rates ef liability insurance. 

Describe the types of companies which write liability insur- 
ance and explain how their reserves are determined. 

How do liability insurance companies determine their risks? 


CEA P DERE 
WORKMEN’S COMPENSATION INSURANCE 


1. The insurance risk.—Workmen’s compensation 
insurance is an outgrowth of the enactment by vari- 
ous states and territories of laws requiring employ- 
ers to compensate their employes for accidents oc- 
curring in industry. These laws are the fruit of ar 
awakened public opinion regarding the serious social 
consequences of accidents in industry and the inade- 
quacy of employer’s liability as a solution of the prob- 
lem. The basic principles of compensation legisla- 
tion must be considered before the insurance features 
are discussed. 

Workmen’s compensation makes the industry re- 
sponsible for indemnification of a workman or his de- 
pendents for any economic loss due to injuries inci- 
dent to his connection with the particular industry. 
The employer as the representative of the industry 
bears the burden of cost of compensation. The basic 
principle of liability is punitive. He who has been 
negligent must pay. In contrast to this, the guiding 
principle of workmen’s compensation is that the in- 
dustrial system is fundamentally responsible for ac- 
cidents, and that the cost of accidents should be a 
charge against production. Workmen’s compensa- 


tion places the primary responsibility for payment 
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for industrial accidents upon the employer, but recog- 
nizes frankly that the ultimate cost will be shifted to 
the consumer in the form of higher prices for the 
goods. 

The first legislation of this nature was adopted in 
1883, when Germany passed a sickness insurance law, 
under which compensation was granted to workers 
for the first 13 weeks of disability due to accident. 
In 1884, a workmen’s compensation law was enacted 
which applied the principle to several of the more 
hazardous industries, and it has been gradually ex- 
tended. Great Britain adopted the principle in 
1897, for a small number of the more hazardous in- 
dustries and extended it in 1906 to cover most in- 
dustries. Practically all the modern industrial na- 
tions of Kurope have at this date substituted the prin- 
ciple of compensation for that of liability in dealing 
with industrial accidents. 

The first American laws on the subject were de- 
clared unconstitutional and it was not until 1911 that 
permanent legislation was effected, New Jersey and 
Washington enacting the most important laws dur- 
ing that year. So rapidly has the new method of 
dealing with industrial accidents been accepted that, 
in 1922, most of the states had passed compensation 
acts; Hawau, Porto Rico and Alaska had such acts, 
and the United States Government had passed one 
covering its civil employes. 

2. Coverage of workmen’s compensation laws.— 
As might be expected, with so many new laws passed 
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in so short a time, there are wide variations in ap- 
plication of the principle. At the beginning of the 
compensation movement in the United States, there 
was little experience to be used as a guide, except 
that of Europe. Moreover, here was a new principle 
embodying possible heavy charges upon industry, and 
it seemed the part of wisdom to proceed slowly. 
Few legislatures meet nowadays without making 
some attempts at improving their compensation acts 
and it is hoped that the United States will soon reach 
the real solution of its problem of accidents in in- 
dustry. 

Analysis of the coverage of compensation laws in 
the United States requires consideration of four fac- 
tors: first, the availability of other remedies than com- 
pensation; second, employments or industries covered 
by the laws; third, injuries covered; and fourth, 
benefits. 

3. Alternative remedies.—Some compensation laws 
are of the elective type while others are compulsory. 
The former gives the employer, sometimes also the 
employe, a choice between accepting the principle of 
compensation or continuing under the old law of em- 
ployer’s lability. This provision acts as a virtual 
compulsion that the employer accepts workmen’s 
compensation, since few will be willing to take their 
chances under employer’s liability in its modern forms 
which have removed the employer’s defences. Fur- 
thermore, the law usually makes the acceptance of 
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compensation automatic unless the employer takes 
affirmative action to indicate election of employer’s 
hability. Of the workmen’s compensation acts now 
operating within the jurisdiction of the United 
States, about two-thirds are elective, one-third, com- 
pulsory. Elective laws were adopted in part because 
of a fear lest compulsory acts might be declared un- 
constitutional as was the New York Act of 1910. At 
the present time, however, the principle of the com- 
pulsory acts is upheld by the United States Supreme 
Court. 

4. Employments or industries covered—No com- 
pensation law in the United States today covers all 
the workers within the jurisdiction of a given state. 
At first only hazardous employments were covered 
but the trend in more recent times has been to broaden 
the coverage and to bring more and more industries 
within the scope of the law. The United States Bu- 
reau of Labor Statistics estimated that approxi- 
mately 70 per cent of the employes in compensation 
states came within the terms of the acts in 1920. The 
per cent of employes covered varies widely with the 
different states, running to almost 100 per cent in 
some cases and down toward 30 per cent in others. 

The most frequent exclusions are farm, domestic 
and casual labor. Exclusion of the first named has 
probably been due to political considerations. Re- 
cent years have shown a tendency to revoke the ex- 
ception due to casual] labor, and a very general in- 
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clination on the part of legislatures, as the beneficial 
effects of these acts are seen, is to extend the laws to 
more and more workers. 

5. Injuries covered.—The intent of the laws has 
been generally to cover injuries received in the course 
of, and arising out of, employment.. The injury 
must, therefore, be the result of a hazard of employ- 
ment and not one of existence. No state holds the 
employer liable for every injury occurring to an em- 
ploye. Some laws, following accident and health in- 
surance policies, specify that the injuries must have 
occurred by violent, external, or accidental means. 
Others require merely that the injury shall be ac- 
cidental, while still others, more broadly use merely 
the term injuries, or personal injuries. The courts 
have been generally very liberal in interpreting these 
clauses. The most serious question of interpreta- 
tion has been whether the compensation extends to 
occupational diseases. Where phrases, such as those 
cited above, have been used the courts, except in 
Massachusetts, have ruled against the inclusion of oc- 
cupational diseases. In several states occupational 
diseases ‘have been covered by specific legislative 
enactment. 

An accident, further, to be compensable, must in 
every state happen in the course of employment and 
in most cases must arise out of the employment, the 
latter phrase excluding accidents which are not a re- 
sult or a consequence of carrying out the duties of 
one’s occupation. In addition to these exceptions 
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and limitations, several acts exclude accidents which 
result from intoxication, wilful misconduct or gross 
negligence. 

6. Benefits and beneficiaries —The basic theory of 
workmen’s compensation is that payment shall be re- 
lated to economic loss, in contrast to the negligence 
theory of payment for a wrong committed. Ade- 
quate coverage under this principle, therefore, re- 
quires compensation for income lost as a result of in- 
jury, medical aid if necessary, and, if possible, the 
rehabilitation and re-education of the injured worker. 
Of course, the entire array of benefits must be duly 
guarded against malingering on the part of the in- 
jured worker. 

The compensation scale of most acts is based on 
the loss of earning power of the injured worker. It 
is ordinarily a definite proportion of the worker’s 
earnings, varying usually between one-half and two- 
thirds of the wages. These proportions are also sub- 
ject to maximum and minimum limits, regardless of 
wages. A few laws provide a compensation scale not 
related to wages, a plan which is not defensible on 
economic grounds. 

In the beginning of compensation legislation, the 
importance of adequate medical benefits was appar- 
ently not realized. Aside from the just and proper 
treatment of the injured worker, immediate and ade- 
quate medical care is one of the best means of reduc- 
ing future compensation payments, and thereby re- 
ducing cost. Recognition of this has brought about 
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an increase in medical benefits in many acts in recent 
years. The rehabilitation of the injured worker and 
his re-education are likewise important means of do- 
ing justice to him and of reducing the social and 
economic cost of accidents. Attention was called in 
a previous chapter to a law of Congress appropriat- 
ing funds to be used in aiding any state that takes up 
this work of rehabilitation, and several states are now 
engaged in the task of working out proper methods 
of returning injured workers to industry. 

7. Restrictions on benefits—Another important 
consideration with reference to compensation bene- 
fits is the time when they begin and when they end. 
Most laws provide a waiting period between the time 
of the accident and the date for beginning compensa- 
tion payments. This period is usually placed at one 
week, but in some laws it is three days, others ten 
days, and in some as much as two weeks. <A. consid- 
erable number of the laws require no waiting period, 
or provide that, if the disability extends beyond the 
length of the waiting period, compensation shall be 
paid from the date of the accident. One reason for 
such a waiting period is to avoid the cost of paying 
benefits for disability in cases of very slight or incon- 
sequential injuries. A more fundamental reason for 
the waiting period is that such an interval gives op- 
portunity to ascertain the real nature of the injury 
and is thus a protection against malingering. 

Equally important is the question of the length of 
time during which periodic payments shall be made. 
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If the compensation is to be a complete replacement 
of the financial loss resulting from the accident, the 
benefit should in theory continue thruout the period 
of disability. None of the earlier compensation laws 
passed in the United States attempted to meet this 
test, limitations invariably being set upon the num- 
ber of payments to be made in case of disability. 
With no experience for a guide in this early legisla- 
tion, it was quite proper to be conservative, for an in- 
adequate act which is nevertheless certain in its pay- 
ments, is far better than one which promises financial 
returns that can never be made. 

In more recent years, with increasing experience 
by which to measure the length of disability and with 
therefore more satisfactory knowledge of costs, the 
tendency has been to increase the length of the period 
over which disability payments will be made. Pe- 
riodic payments for permanent total disability in the 
acts in effect in the year 1920 never ran for less than 
two hundred and sixty weeks, the usual period being 
about five hundred weeks, and in at least nineteen acts 
continued for life. These payments are, in about 
half of the acts, subject to a maximum total payment 
varying from $3000 to $6000. Payments for partial 
disability and payments to dependents in, fatal cases 
are determined on the same principle. 

In case of non-fatal accidents, the compensation is 
usually based on the injured worker’s wage and is 
paid during disability. Where death results from 


the accident, compensation may vary with the size of 
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the worker’s family. Where children are beneficia- 
ries, the payments are usually continued in their be- 
half until they are 16 or 18 years of age; payments to 
widows may continue until death or remarriage. In 
many states, there are no provisions relative to re- 
marriage of widows, and the presumption is that the 
full statutory amounts are paid. 

8. The administration of compensation acts.— 
Clearly, a compensation act with its complicated 
schedule of benefits and its many other provisions re- 
lating to injuries in industry will not operate of jts 
own accord. In early compensation legislation set- 
tlement was made between representatives of the in- 
sured and of the employer, these settlements in some 
cases being referred to a court for final acceptance or 
to be so referred in case of disagreement. Several 
years’ experience under the court system of adminis- 
tration in New Jersey proved it to be unsatisfactory, 
since it resulted in failure to receive compensation in 
some instances, and underpayment in others. 

In more recent years, the tendency has been away 
from the court method of settlement and towards the 
placing of the administration of the act in the hands 
of a commission. Over two-thirds of the laws are 
administered by a commission, and several permit set- 
tlement directly between employer and employe, with 
disputes to be referred to an arbitration committee 
and eventually taken to the courts. 

The advantage of having a commission authorized 
to administer the law lies in its position as an im- 
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partial and authoritative body to see that the intent 
of the law is carried out. Immediate notice of an ac- 
cident furnished to this body puts it in touch with the 
case at once and enables it to obtain the facts upon 
which a just settlement of the claim can be deter- 
mined. 

9. Workmen's compensation policies—The_ ex- 
tended analysis of workmen’s compensation legisla- 
tion given above is necessary to any consideration of 
workmen’s compensation insurance since it is this 
legislation which defines the risk to be covered by the 
insurance contract. _Workmen’s compensation insur- 
ance is, like employer’s liability insurance, an insur- 
ance of the employer’s risk, for the carrier assumes 
the employer’s obligation to pay compensation; but 
it is more than this, since it is a direct guarantee for 
the payment of compensation awards to an unlimited 
amount, that is, it is a coverage of the individual ac- 
cident risk. Workmen’s compensation and work- 
men’s compensation insurance represent a premedi- 
tated and well-thought-out plan of dealing with the 
industrial accident problem, which does not create a 
new problem but carries with it its own solution. 

When the workmen’s compensation insurance con- 
tract is considered from this viewpoint, its differences 
from that of employer’s liability insurance are few 
but fundamental. In 1918, a standard form of work-' 
men’s compensation policy was prepared by a group 
of underwriters, and it has since been approved for 
use in the majority of compensation states. This 
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contract, like the employer’s liability policy, provides 
that the carrier shall assume the obligation to fur- 
nish certain services to the employer, such as inspec- 
tion of his plant for the purpose of making sugges- 
tions with reference to better safety conditions and 
the investigation and settlement of claims; it shall 
further defend all suits brought against the employer 
under the act, and shall pay all costs of legal pro- 
ceedings, all interest accruing after the entry of judg- 
ment and the expenses incidental to the investigation, 
negotiations and defence of claims. 

The compensation coverage of the standard policy 
is determined by the workmen’s compensation law of 
the state in which the policy is issued. ‘The company 
obligates itself to pay compensation benefits, to fur- 
nish medical, surgical, nursing or hospital care, or 
funeral expenses, such as are due under the law; 
and the company obligates itself to make these pay- 
ments directly to the persons entitled to them. The 
policy includes a further coverage for common law li- 
ability, since workers not included within the scope of 
the compensation act still maintain their rights under 
the law of negligence, and an employer may be sub- 
jected to claims from this source. Other features 
of the workmen’s compensation policy are similar to 
the employer’s liability insurance contract discussed 
elsewhere and need not be repeated here. 

10. Rate making.—Workmen’s compensation in- 
surance rates represent one of the most significant 
insurance developments of modern times. The first 
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premium rates were promulgated in 1910 with no 
statistical data available as a guide in their making, 
beyond experience under employer’s liability and 
workmen’s collective insurance, and some experience 
under European compensation laws. With this poor 
beginning, the companies writing this business set 
about the collection of statistical data and their com- 
pilation and combination for the purpose of placing 
compensation insurance rates upon a scientific foun- 
dation. The developments of one decade in this field 
of rate making have surpassed results attained thus 
far in the entire history of fire insurance rating, and 
may fairly be said to parallel achievements in life in- 
surance, the latter being looked upon as the one field 
in which the work of the insurance actuary could be 
and has been most successfully performed. 
Cooperation in the making of rates has long been 
recognized as desirable, and stock companies writing 
this insurance maintain the National Bureau of Cas- 
ualty and Surety underwriters. This organization, 
or its predecessor under another name, originally 
made ‘all compensation rates. Beginning in 1912, 
however, several independent state rating bureaus 
were established and they now operate in several 
states. In addition, the mutual carriers, organized 
to carry the compensation risk, established the Na- 
tional Association of Mutual Casualty Companies to 
perform the rate-making function for them. With 
the formation of these various rating bodies it be- 
came apparent that cooperative action would be de- 
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sirable in order to avoid duplication of efforts. The 
first of their conferences occurred in 1915, and in 
1922 the service of compensation rate making was in 
the hands of the National Council of Workmen’s 
Compensation Insurance, a federation of all rating 
boards and bureaus. This was later reorganized, its 
name changed to the National Council on Compensa- 
tion Insurance, and its membership changed so as to 
include insurance carriers instead of rating boards 
and bureaus. 

Along with the development of cooperation be- 
tween carriers in the matter of rating, there has grown 
up a considerable amount of state supervision of the 
rating function. The special importance of state 
supervision is due to the social aspect of compensa- 
tion insurance and such supervision is desirable so 
long as it is intelligently administered and is kept free 
of politics. Control over rating is now exercised in 
several states and varies from prohibition of combin- 
ation among the insurance carriers for rate-making 
purposes to the establishment of rates by the state 
itself. 

The rating methods involve the establishment of a 
manual rate for each industrial classification in each 
state and merit rates for certain risks. Manual rates 
are based on a classification of industries, including 
about nine hundred different items. The classifica- 
tion is based on the general similarity in hazard among 
various risks and this similarity tends to produce a 
reasonably stable loss experience for each class. The 
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basic manual reflects experience of the various insur- 
ance carriers in nearly every compensation state. In 
reducing this body of data to a common denominator 
many difficulties were encountered, among which are 
variations in the laws in different states, variations in 
accident frequency, and differences in the interpreta- 
tion and administration of laws. These obstacles 
were surmounted by reducing all experience to that of 
a particular state as a standard. The first standard 
so selected was known as Massachusetts Schedule Z; 
more recently the standard has been changed to the 
New York Schedule, since the provisions of this law 
are more like those of the majority of compensation 
states, and the greatest single body of state experi- 
ence is found in New York. 

In determining a manual rate for a given classi- 
fication in a given state, it is necessary first to find 
the pure premium, representative of loss experience 
in that state, and then to load this premium for ex- 
penses of carrying on the insurance business, the com- 
bined result representing the gross or manual rate. 
The pure premium for a given classification repre- 
sents the loss per unit of insurance exposure, the unit 
being here, as in liability insurance, $100 of payroll 
expenditure. The compensation manual quotes a 
rate for each classification in each state together with 
a minimum premium. The latter represents the 
smallest premium for which any policies will be is- 
sued. 

Two methods of merit rating are used because the 
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classification of industries in the manual can not take 
into consideration all the variations in hazard in dif- 
ferent plants. Merit rating gives effect to these more 
detailed variations. Schedule rating, as one method 
is called, is used primarily in connection with manu- 
facturing risks, and attempts to measure the physical 
elements of hazard. The schedule used is known as 
the industrial compensation rating schedule—1918, 
and its principle is similar to that of the fire insurance 
rating schedule to be discussed in a later chapter. 
By its use, it is possible to inspect and list all the haz- 
ard-producing qualities of the environment and to 
make charges or credits for those conditions which 
are below or above the standard. 

Schedule rating can be used with success only in 
measuring physical hazards. It has been applied to 
manufacturing but not to mercantile and contracting 
risks. For measuring the effect upon loss experience 
of other factors, equally if not more important than 
the physical hazard, such as plant morale and the 
effect of education and organization for safety, other 
methods are necessary, and this has given rise to the 
system of “experience rating.” The only means 
known today of measuring these more intangible fac- 
tors is thru the loss experience of a given plant. Ex- 
perience rating, therefore, represents a modification 
of the manual rate to conform to the loss experience 
of the plant in question; it seeks to measure all fac- 
tors which cause accidents. In order to be subject to 
experience rating, therefore, a plant must be large 
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enough to produce fairly stable loss ratios, and must 
have had several years of operation under a compen- 
sation act. 

The process of arriving at the final rate to be 
charged on a manufacturing risk may involve, there- 
fore, the selection of the manual classification into 
which this plant falls, and the ascertainment of its 
manual rate; it may next be schedule rated, involving 
readjustment of its manual rate, and finally may be 
experience rated on the basis of its own experience, 
the last modification giving the rate which is to be 
charged for insurance on the risk. 

11. Compensation underwriting—In many ways, 
the underwriting of compensation risks is so similar 
in character to that of liability insurance, that it re- 
quires no separate consideration. For example, the 
methods of distribution of risks and avoiding the dan- 
gers of the catastrophe hazard are identical in the two 
cases. Reserves for the guarantee of solvency are 
based on similar principles. The unearned premium 
reserve is determined in the same way in both in- 
stances, and the loss reserve in compensation insur- 
ance differs only in the method of measuring future 
lability. 

_ 12. Insurance carriers —Compensation underwrit- 
ing is, like liability underwriting, conducted by stock 
and mutual companies, and by reciprocal exchanges 
but, in addition, workmen’s compensation insurance is 
carried by state funds. In some states, self insurance 
is permitted, that is, the employer is permitted to 
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carry his own risk. The plan can be used only by 
very large employers because of the necessity of a 
large exposure in order to obtain the operation of in- 
surance averages. ‘To be successful it requires very 
careful supervision and in some states it is prohibited. 

The stock companies write workmen’s compensation 
insurance, as other kinds, as a business undertaking. 
Their purpose is to sell insurance as a commodity, to 
give service to the insured, and to give an absolute 
guarantee of solvency. In most cases, the contracts 
which they sell are non-participating, that is, they are 
issued at a flat rate of premium which is not subject 
to later deduction by the return of dividends. The 
company is in business to furnish these services and to 
make a profit for its stockholders. 

Stock companies operate in all parts of the country 
while mutuals are generally limited to one state or to 
a single industry. As distinguished from the stock 
company, the mutual is a non-profit organization, is- 
suing contracts on the basis of an initial premium 
which is not guaranteed and which may be subject to 
assessment later if it is found to be insufficient to pay 
costs, but which usually is large enough to enable the 
company to pay dividends to policy-holders at the 
close of each policy term. 

State funds are mutual in character, but the initia- 
tive in their formation comes from the state rather 
than from policy holders; in some instances, the states 
have paid the administrative expenses of these car- 
riers. ‘The motive in their establishment has gener- 
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ally been the belief that this insurance is social in 
character, and that all ideas of profit making should 
be eliminated from it. State funds have not been in 
‘operation for long and the true measure of their suc- 
cess can not yet be given. ‘There is always danger 
that political considerations may hamper their opera- 
tion. So long as they are required to operate in com- 
petition with stock or mutual carriers, the question 
of their continuation will depend upon their success 
in obtaining policy-holders. 

In a few states reciprocal exchanges have been 
organized. to carry the compensation risk. The 
exchange is operated by a manager or attorney who 
collects premiums from the various members, a cer- 
tain percentage of which he uses to defray the ex- 
penses of the exchange, and to compensate himself 
for his services, the remainder of premiums thus con- 
stituting a fund for the payment of losses. ‘The es- 
sence of the reciprocal exchange is that each member 
insures every other; its security as an insurance 
scheme depends largely upon the financial integrity 
and the ability of the manager. The cost of the in- 
surance is low but the service is limited, coverage is 
likely to be incomplete and the financial uncertain- 
ties of the arrangement have been most pronounced. 
So great has been the distrust of this type of imsur- 
ance, that the exchanges are barred from some states, 
while in others they are admitted only under severe 
restrictions. 

13. Advantages of workmen’s compensation insur- 
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ance.—A. decade of experience with the principle of 
workmen’s compensation leaves no doubt as to its 
advantage over employer’s liability as a solution of 
the industrial accident problem. The question of re- 
sponsibility for accidents under this legislation has 
little bearing on the amount of compensation; the in- 
demnity is no longer left to a court overloaded with 
other duties and lacking the technical equipment to 
deal with the economic issue; a specific compensation 
has been substituted, which is an attempt to measure 
the economic loss involved, and which as time pro- 
gresses is becoming a more and more equitable meas- 
ure of that loss. In its best form, the new system 
makes the payment of compensation certain and 
prompt, and has substituted for a cumbersome legal 
procedure an expert administrative body with the 
sole duty of carrying out the provisions of the law. 
Not least of the important advantages that have come 
from workmen’s compensation has been the stimulus 
which it has furnished to accident prevention. The 
close relationship that has been established between 
high accident frequency and the cost of insurance is 
accepted by most students of the subject to have been 
the great motive in an unusual growth of the safety 
movement since 1910. 


REVIEW 


State the leading principle of workmen’s compensation. 

Name the factors,involved in the coverage of compensation 
laws. 

Distinguish between elective and compulsory compensation 
laws. 
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What occupations are excluded from workmen’s compensa- 
tion? 

Explain what injuries are covered by workmen’s compensa- 
tion laws and how the laws are applied. 

State the “basis” theory of workmen’s compensation and show 
how it is applied. 

Discuss the compensation benefits from the standpoint of when 
they begin and when they end. 

State the fundamental difference between compensation insur- 
ance and employer’s liability insurance. 

Describe the manual rates and how they are determined; the 
use of schedule rating and that of experience rating. 


CHAPTER XV 
THE FIRE RISK AND FIRE PREVENTION 


1. Magnitude of the fire risk—Most people little 
appreciate the losses that occur annually from fire. 
Nor is it realized that every article that enters into 
commerce, every thing which we purchase for food, 
shelter, or clothing has, at many stages on its way 
to its final use, been covered by a fire insurance policy, 
and that the cost paid by the final user includes an ele- 
ment to cover this premium charge. The following 
figures of fire losses in the United States and Canada, 
taken from the Insurance Year Book for 1922 show 
the tremendous toll which we pay: 


YEAR AMOUNT OF FIRE LOSS 
1906 $459,710,000 
1907 215 pee 
190& 238,562,250 
1909 203,649,150 
1910 234,470,650 
TOE 234,337,250 
1912 225,320,900 
1913 224,723,350 
1914 235,591,350 
1915 182,836,200 
1916 231,442,995 
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YEAR AMOUNT OF FIRE LOSS 
1917 $267,273,140 
1918 316,954,385 
1919 269,000,775 
1920 330,853,905 
1921 333,654,950 


The average annual fire loss for the fifteen year 
period shown above is approximately $260,000,000 
and the figures for the later years of the series indi- 
cate a tendency for these losses to grow. ‘The aver- 
age, annual, per capita fire loss is about $2.50 and this 
figure does not include the entire loss due to fires. 
Property actually destroyed is only a part of the total 
loss, the cost of fire departments and other methods 
of preventing fire losses will, it is estimated, make 
an equal contribution to the total loss. In other 
words, the tribute paid by the people of the United 
States and Canada to this enemy, fire, is about 14 
billion of dollars per year or $5 per person. 

Fire losses in the United States are far greater 
than in Europe. Various estimates have shown that 
in some cities of Europe fire losses average as low as 
25 cents per capita per year and the average annual 
fire loss for large European cities is placed in the 
neighborhood of 50 cents per capita. It is said that 
a $100,000 fire in a European city will occasion com- 
ment in papers thruout the Continent; whereas a one 
million dollar fire in the United States may almost es- 
cape the notice of other than local newspapers. 

2. The causes of fire-—For purposes of the present 
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discussion, the causes of fire may be considered under 
three heads: (a) causes which start fires, or ignition 
hazards, (b) causes which feed fires, or combustion 
hazards, and (c) causes which spread fires, or expos- 
ure and conflagration hazards. Ingition hazards may 
be of two kinds, moral or physical. Moral hazard 
reveals itself in degrees varying from the ordinary 
carelessness which allows those means to accumulate 
whereby fires may be started, to the downright dis- 
honesty of persons who start fires for the sake of 
reaping unjust rewards. Common physical hazards 
include such things as matches, defective heating ap- 
pliances, and defective lighting devices. 

Combustion hazards, the causes which feed fire, in- 
clude the factors which, when a fire has begun, may 
cause it to grow larger and increase the amount of 
property damage which results. A burning match 
may cause the destruction of a small piece of paper 
or the major portion of a large city. The study of 
combustion hazards is of value because it throws 
light upon the volume of loss which takes place when 
fires have once started. Such a study of combustion 
hazards includes a study of the materials of which 
various types of buildings are constructed and of the 
occupancies, or goods included within buildings. 

The exposure, or conflagration hazard, as a cause 
of fire loss differs from the combustion hazard, 
namely in degree, in the greater magnitude of the 
possible loss and the greater area over which the haz- 
ard is found. A wooden building is spoken of as a 
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certain type of combustion hazard, but a congested 
district in a large city built entirely of wooden build- 
ings offers illustration of a conflagration hazard. 
When a distinction is made between combustion and 
conflagration hazards it is found that the former usu- 
ally refers to the fact that a particular building is ex- 
posed to fire damage because of a neighboring prop- 
erty, while the latter might be conceived of as made 
up of a vast number of such exposures. 

3. Control of the fire risk—fire prevention.—Thus 
to classify the causes of fire is to point to the means 
by which the fire risk may be reduced. ‘Tersely 
stated, endeavors to lessen fire damage are directed, 
first, to preventing the occurrence of fire, second, to 
controlling fires when they have once started and, 
third, to avoiding their spread over large areas. 

Fires attributable to the moral hazard present lit- 
tle opportunity for control. It may be possible to 
safeguard fire extinguishing and fire notification fa- 
cilities against tampering by dishonest or criminally 
disposed persons. It is possible also to restrict in 
some degree the moral hazard assumed by investigat- 
ing the past record and present prosperity of the in- 
sured. It is well known that the moral hazard in- 
creases in all cases where property deteriorates in 
value or where its income-earning power ceases or 1s 
greatly reduced. Fire losses are observed to increase 
in times of business depression, as indicated, for in- 
stance by the large increase in fire losses for the year 


1920. The insurance company which, without in- 
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vestigation, will accept liability oh summer hotels in 
pleasure resorts which have lost their popularity is 
subjecting itself almost certainly to moral hazard. 
Aside from the matter of selecting property with care 
and keeping careful record of fire losses of property 
owners and of their condition of prosperity, probably 
the only method of dealing with moral hazard is by 
means of legal penalties for intentional fire destruc- 
tion. 

Our laws now pretty generally include such pen- 
alties, but there may be a question as to their ade- 
quacy. When for example only carelessness is in- 
volved public opinion in the United States is appar- 
ently not ripe for the imposition of legal penalties. 
In France, when one has a fire which damages his 
neighbor’s property, he must pay the neighbor’s loss. 
In a few cities in the United States, regulations pro- 
vide that those who ignore a fire prevention order 
must pay the city for the service of the fire depart- 
ment if fire occurs on their premises. These few iso- 
lated instances, however, are far from indicating any 
general state of public opinion that will hold a man 
responsible in negligence for losses which occur thru 
fire damage. 

Suggested methods of preventing fire by control 
of common physical hazards include thorogoing com- 
munity education as to the causes of fires and compe- 
tent inspection service that will locate possible fires 
before they have occurred. Interested authorities 
are now making a praise-worthy attempt to make ig- 
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nition hazards matters of common knowledge. An- 
nual fire prevention day in the United States is a real 
beginning. Fire prevention is being taught in many 
schools and fire drills made a matter of ordinary 
routine. Such information as is given to boy scouts 
regarding the care of fires may be a very small factor 
but it is well worth while. Many fire insurance ex- 
perts have suggested that the city firemen should per- 
from a regular inspection service for the purpose of 
searching for possible fires and this has been carried 
out in a few cities. When the firemen are sent to 
the various districts of a city each fireman becomes 
well acquainted with the physical characteristics . 
of his own district as well of districts to which he 
might be called in case of a large fire. Besides keep- 
ing the city clean, such a plan familiarizes the fire- 
fighters with the physical characteristics of their city. 
When a fire occurs they know at once exactly the best 
means of approach to a given building and _ their 
efforts at fighting fires are, therefore, much more 
effective than would otherwise be the case. 

4. The mode of controlling the combustion haz- 
ard.—The combustion hazard is controlled, or fires 
are kept within the areas in which they originate, first, 
by proper building construction; second, by fire ex- 
tinguishing facilities; and third, by fire notification 
facilities. 

The first idea involves the construction of build- 
ings in congested districts of such material and in 
such ways that a building will confine a fire to its 
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place of origin. This is effected by the division of 
large manufacturing and mercantile buildings into 
fire areas, with little possibility of a fire traveling 
from one area to another. It involves furthermore 
the protection of all lateral or horizontal openings, 
such as windows, stairways and elevators, against the 
passage of fire. Many supposedly fire proof build- 
ings in recent conflagrations in the United States 
have allowed a fire entering a given floor of a building 
to pass by means of windows or stairways or other 
openings from one floor to another of the building, 
or to traverse the space from one building to another 
and enter thru such openings. Another important 
feature in the proper construction of buildings for 
control of the combustion hazard is the isolation of 
special occupancy hazards. Thus the factory mutual 
fire insurance companies discovered that fires in tex- 
tile mills more often started in one department than 
in another. When they found that fires frequently 
originated in the carding room, owners sought to 
meet the situation by building factories in which the 
carding rooms were separated from the rest of the 
factory. 

Fire extinguishing and fire notification facilities 
help to control the combustion hazard by bringing 
some agency on the job to fight the fire as quickly as 
possible. The great Chicago fire in the early ’70’s 
could easily have been prevented had there been some 
one at hand with the proper equipment when the 
lantern was first overturned. One of the most effec- 
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tive fire extinguishing devices that has been perfected 
in modern times is the automatic sprinkler. It rep- 
resents another contribution of the factory mutual 
fire insurance companies to the science of fire pre- 
vention. Its purpose is to apply water automatically 
to a fire as soon as the fire has originated and thus 
to extinguish it before the fire has gained headway. 

5. Controlling the exposure and conflagration haz- 
ard.—To control the exposure and conflagration haz- 
ard, means must be found to prevent the travel of 
fire from one building to another. In congested busi- 
ness districts where exposure and conflagration haz- 
ards are supposedly greatest, this is attained by the 
construction of buildings of fire-resisting and _ fire- 
control qualities. The control of the conflagration 
hazard is possible by applying the principles of con- 
struction applicable to a single building to the group 
of buildings within a conflagration area. The area 
must be broken up into distinct parts in such a way 
that when a fire gets beyond control in a given build- 
ing it can not progress indefinitely but will even- 
tually reach a fire wall, or row of buildings lining a 
given street which will resist attempts of the fire to 
break thru. 

Once a conflagration has started, under certain 
wind conditions, the residence district of a city fur- 
nishes quite as good a feeding ground as mercantile 
buildings. In many of our residence districts the 
prevailing type of construction is still wood and roofs 
are still largely constructed of shingles. A fire, once 
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beyond control, can spread indefinitely in a high wind. 

6. Agency of control—The contro] of the fire haz- 
ard by the means considered above, becomes effective 
only when certain agencies in the communities are 
assigned the task of carrying out these various opera- 
tions. Such agencies include those to fight fire, those 
to establish standards and those to make effective the 
standards so established. Standards may have be- 
hind them the force of the law or the public opinion of 
the community which recognizes and observes them 
as a matter of its own interest. 

The first place in fire fighting belongs of course to 
the fire departments of our various municipalities. 
Fire departments are mostly manned and their ex- 
penses paid by the municipality. Cities of any con- 
siderable size usually have in addition a fire insurance 
patrol organized and supported by the fire insurance 
companies. ‘The purpose of such patrols is, in addi- 
tion to extinguishing fires, to preserve the interests of 
the insurance companies which have assumed lability 
on the property. ‘These patrols often vie with the 
regular fire department in being the first to arrive at 
a fire. Fire marshals have been appointed by most 
of the states, their function being to study fires and 
report their causes, and assist generally in any means 
of educating the community in the work of fire pre- 
vention. 

The fire insurance companies have, in recent years, 
done a great deal of work in fire prevention. Almost 
every large fire insurance company maintains an in- 
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spection bureau and many of them have established 
large fire engineering departments. These depart- 
ments study the causes of fire and methods of fire 
prevention, and hold themselves in readiness to ad- 
vise property owners as to methods of construction 
and equipment of their buildings for the purpose of 
reducing fire losses. The factory mutual fire insur- 
ance companies since their beginning have always 
taken a leading part in fire prevention study. It.is 
probably due largely to the incentive of their results 
that fire insurance companies generally have taken 
up the study of fire prevention. 

The federal government has had its share in the 
work of fire prevention. The Bureau of Mines has 
studied the subject in connection with mining, and 
especially in the mining of coal. The United States 
Geological Survey has made a number of studies of 
methods of reducing fire loss, thru means of improv- 
ing building construction. 

Of private associations engaged in this work, three 
in particular deserve mention. ‘The National Board 
of Fire Underwriters was organized in 1866 and took 
up the work of fire prevention in 1873. This board 
is supported by contributions from various fire insur- 
ance companies. Among the most important of its 
activities in recent years has been the establishment 
of standards of construction. The National Board 
began the work of developing a National Building 
Code in 1896 and a National Electrical Code in 1892. 
Its work at the present time is almost entirely of an 
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educational, engineering and public service character. 

The National Fire Protection Association has been 
fostered by the National Board of Fire Underwrit- 
ers. Its purposes are the formulation of standards 
and the publication and wide distribution of these 
standards; and the education of the public to use 
them. The National Fire Protection Association is 
the moving spirit, in a national sense, back of fire pre- 
vention day, and promotes the creation of fire pre- 
vention offices in cities. It has advocated a law to 
fix individual responsibility for fires and has encour- 
aged specific education in preventive methods. 

The Underwriters’ Laboratories, as the name indi- 
cates, is an organization for the purpose of testing 
various kinds of fire prevention devices. Their work 
is made effective by means of a label service. Every 
article tested and approved by the Underwriters’ 
Laboratories receives its label and of such great value 
is this label that manufacturers of fire prevention de- 
vices will go to great lengths in modifying their de- 
vices for the purpose of obtaining this approval. 


REVIEW 


Discuss losses occurring from fire and their importance. 

What are the causes of fire? 

How may fire risks be reduced? 

Give in detail measures taken to control combustion hazards. 

Describe the agencies which have been enlisted in the con- 
trol of the fire hazard and their functions. 


CHAPTER XVI 
FIRE INSURANCE POLICIES 


1. General principles—Since most men own at 
least a small amount of property which they use for 
their personal or business purposes, the demand for 
fire protection is nearly universal. With many eco- 
nomic risks to which men are exposed, the fact of ex- 
posure to the risk does not in itself create an effective 
demand for insurance protection. In the case of the 
fire risk, however, the owners of property are well 
aware of their liability to loss and are in a position, be- 
cause of their ownership, to pay the small premium 
required for protection. As a rule men seek the pro- 
tection of insurance against fire loss instead of wait- 
ing for the company to approach them with argu- 
ments to insure, as in the case of life insurance. 

The characteristic features of the insurance con- 
tract noted in Chapter I are of especial importance 
in fire insurance. The personal character of the con- 
tract is fundamental and is given full effect in the 
opinions rendered by courts of law. It is a contract 
between the insurance company and a particular per- 
son and the obligation to pay indemnity, assumed by 
the company, is conditioned upon and determined by 
the personal character of the insured. This is evi- 


dently necessary because a given building presents 
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various possibilities of levy upon the insurance fund, 
according as its owner is careful, careless or dishonest. 

The rule that the insurance contract is a contract 
for indemnity only, for the payment of the actual fi- 
nancial loss sustained and no more, is rigidly adhered 
to in the law of fire insurance. The value of prop- 
erty is usually measurable within fairly definite lim- 
its; its cash market value is much more easily deter- 
mined than is the value of a human life. Further- 
more, there is the ever-present situation of those who 
would profit by the destruction of their properties 
and by reimbursement for fictitious values from the 
insurance fund, those who desire to rid themselves 
of a bad bargain, and find a fire the easy way out. 
The principles of indemnity, firmly fixed in fire insur- 
ance law, acts as a protection to the insurance fund 
against unjust claims and thus protects the rights of 
the whole body of policyholders. 

2. Standard policy contract.—In the early devel- 
opment of fire indemnity in this country fire insur- 
ance was local in character and each company issued 
it own forms. As the business grew and companies 
extended the area over which they operated, their 
policies were filled with restrictions and limitations, 
some intended to protect the company against un- 
just claims, others, in some cases, apparently de- 
signed to avoid the very liability which the company 
was organized to carry. The situation became so bad, 
with the policy likely to be a complicated mass of 
provisions the meaning of which not even court de- 
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cisions could clarify, that a demand arose among the 
companies for a simpler contract offering protection 
to the just interests of both the company and the in- 
sured, drawn in the light of existing court rulings 
and available for use by companies wherever operat- 
ing. The National Board of Fire Underwriters un- 
dertook the development of such a policy in the late 
sixties and in 1878 the state of Massachusetts estab- 
lished a form by law. New York followed in 1887 
and since that time a great number of states have 
adopted standard policy forms. In those states 
which have not taken legislative action the general 
practice of the companies has been to use the stand- 
ard form required in New York. The general adop- 
tion of a standard fire policy has given increased 
definiteness to the contractual relations existing be- 
tween company and insured. The first standard 
policy was drawn up by a group of underwriters of 
extensive experience after a careful survey of court 
decisions relating to fire insurance; and the half cen- 
tury which has since elapsed has resulted in the de- 
velopment of a further body of clarifying court de- 
cisions. In 1914 the National Convention of Insur- 
ance Commissioners recommended the adoption of a 
revised standard form, and modified policy forms 
have been enacted into law by several states since that 
time, the New York Standard Fire Policy having 
been adopted in 1918. 

3. Coverage of the standard fire policy.—There is, 
practically speaking, but one form of contract be- 
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tween the insurance carrier and the person seeking 
protection against fire damage; and hence the 
analysis of its provisions will reveal in the main the 
extent to which, and the circumstances under which, 
the fire risk is transferred from the individual to the 
group. Where the complete understanding between 
the parties is not outlined completely in the policy 
form, it is provided for by indorsement on the con- 
tract. The character of the protection which the in- 
sured receives under the fire insurance policy can 
conveniently be considered by answering the four 
questions—who, what, how much and when; or, stated 
in more detail (a) who is insurable against fire risk; 
(b) what property is covered; (c) for what amount 
is it covered; and (d) when it is covered, what is the 
term of the insurance. These four questions will 
now be considered in detail. 

4. Who is insurable2—Only those who are ex- 
posed to the possibility of financial loss thru the oc- 
currence of unforeseen fire can take out fire insur- 
ance. It has already been noted that the principle 
of indemnity is of rigid application in fire insurance. 
It is this principle that les at the basis of the legal 
doctrine of insurable interest. For present purpose 
an insurable interest means simply such an interest in, 
or relation to, the property in question that the per- 
son having this interest will suffer financial loss thru 
the destruction of the property by fire. The ques- 
tion who has an insurable interest in fire insurance is 
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purely one of law. The standard fire policy ' states 
that the company “does insure ........ and legal 
representatives.” 

Who then, has an insurable interest that will sup- 
port a fire insurance policy? ‘The owner’s interest 
is obvious and he may insure to the full market value 
of the property. But there are other persons besides 
the owner of property who may suffer loss as a re- 
sult of fire. If a person has loaned money to the 
property owner and taken a mortgage on the prop- 
erty he may suffer loss of his security and it is very 
important that he be protected against this possible 
loss. Persons who act as custodians of goods and 
thereby incur liability for their safe-keeping possess 
a right that enables them to insure property. Cases 
in point are warehouse-men who have taken goods for 
safe keeping or for storage, or executors or adminis- 
trators in charge of estates. Wherever legal liability 
attaches to persons in charge of property, such per- 
sons have the right to insure property against fire loss. 
Thus, common carriers transporting goods have such 
aright. As stated before, insurable interest is a mat- 
ter of legal interpretation, but for most purposes it 
is sufficient to remember that any person who has 
any relationship to property which will make him li- 
able to financial loss thru the destruction of the prop- 
erty by fire has the right to insure against this loss. 


1 Quotations hereafter from “the Standard Fire Policy” will refer 
to the New York Form. 
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5. Miscellaneous policy provisions as to the per- 
son insured.—In order that the insurance contract 
shall be, as it purports, a means of indemnifying 
property owners against uncertain fire losses, it is 
necessary that the contract shall in every way pos- 
sible seek to protect the company, that is, the whole 
body of policy holders within the company, against 
unusual losses generally classed under the head 
of moral hazard. To accomplish this purpose the 
insurance contract contains three provisions limit- 
ing or restricting the insured. The provisions in 
question read— 


This entire policy shall be void unless otherwise provided 
by agreement in writing added hereto, (a) if the interests 
of the insured be other than unconditional and sole owner- 
ship; or (b), 1f any change, other than by the death of an 
insured takes place in the interest, title or possession of the 
subject of insurance (except change of occupancy without 
increase of hazard;) or (c) if this policy be assigned before 
a loss. 


These restrictive clauses do not deny the right of 
the insured to modify his title to or interest in the 
property, or to assign his policy, but they recognize 
the right of the company to be notified of the facts 
and to give its consent to them as a condition of the 
insurance. It is the personal character of the insur- 
ance contract again which is here in evidence. A 
change in title or possession of an assignment may 
materially affect the interest of the insured in preserv- 
ing the property from fire destruction, and therefore 
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may completely alter the conditions upon which the 
company originally accepted the risk. 

6. The mortgagee.—The situation of the mort- 
gagee as a party to the insurance contract, or his 
special needs for protection against the loss of his 
security thru fire damage, necessitates a special con- 
sideration of his case. The New York Standard 
Fire Policy now contains the following provision 
with reference to his interest: 


If loss or damage is made payable in whole or in part to a 
mortgagee not named herein as the insured, this policy may 
be cancelled as to such interest by giving to such mortgagee 
a ten days’ written notice of cancelation. Upon failure of 
the insured to render proof of loss such mortgagee shall, as 
if named as insured hereunder, but within sixty days after 
notice of such failure, render proof of loss and shall be sub- 
ject to the provisions hereof as to appraisal and terms of 
payment and of bringing suit. On payment to such mort- 
gagee of any sum for loss or damage hereunder, if this com- 
pany shall claim that as to the mortgagor or owner, no 
lability existed, it shall, to the extent of such payment be 
subrogated to the mortgagee’s right of recovery, and claim 
upon the collateral of the mortgage debt, but without im- 
pairing the mortgagee’s right to sue; or it may pay the 
mortgage debt and require an assignment thereof and of the 
mortgage. Other provisions relating to the interest and 
obligation of such mortgagee may be added hereto by agree- 
ment in writing. 


There are several ways in which the mortgagee may 
insure his interest in property against fire damage. 
In the first place, he may take out a policy in his own 
name and in which the mortgagor has no right. The 
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disadvantages of this method to the mortgagee is the 
payment of extra premiums, which would be unnec- 
essary if the policy were issued to the mortgagor with 
an indorsement covering the interest of the mort- 
gagee. The disadvantage to the company is the 
- separation of the interests of mortgagor and mort- 
gagee and the necessity, therefore, of watching much 
more carefully for possible moral hazard in connec- 
tion with the risk. 

Another way in which the mortgagee’s interest may 
be protected against fire damage is by the assignment 
of the mortgagor’s policy. This method is ordi- 
narily not satisfactory to the mortgagee because it 
places him entirely at the mercy of the property 
owner. The assignment, of course, must always be 
made with the consent of the insurance company in 
order to be valid; but even after this consent has been 
obtained it is possible for the mortgagor to violate 
his policy in various ways and for the mortgagee to 
know nothing about this situation. 

The loss payable clause offers a third means of in- 
suring the mortgagee against fire damage. This 
clause is attached to the standard fire policy and 
reads—‘‘Loss if any, payable to the mortgagee as his 
interest may appear.” ‘The nature of the protection 
given to the mortgagee by this clause depends on the 
particular jurisdiction in which the insurance is writ- 
ten. In most places the clause is interpreted as hay- 
ing the same effect as the assignment of the mort- 
gagor’s policy and in such a case it is open to the 
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-same objections as an assignment. There are a few 
states, however, in which the clause has been inter- 
preted as an independent contract between mortgagee 
and insurance company. In these cases nothing done 
by the mortgagor in any way affects the relationship 
existing between the insurance company and mort- 
gagee, and the latter has a contract which, in the 
opinion of many insurance experts, gives him a covy- 
erage without charge which can be obtained by no 
other interest covered by a fire insurance policy. 
Since the interest of the mortgagee is of such 
character that he requires special protection against 
fire damage‘and since the customary methods of giv- 
ing him this protection have been found defective in 
some respects, there has been developed a special 
mortgagee clause to be attached to the standard fire 
policy when the latter is issued to the property owner. 
This mortgagee clause provides that the insurance 


“as to the interest of the mortgagee (or trustee) only 
therein shall not be invalidated by any act or neglect of the 
mortgagor or owner of the risk within described property, 
or by any foreclosure or other proceedings or notice of sale 
relating to the property, nor by, any change in the title or 
ownership of the property, or by the occupation of the 
premises for purposes more hazardous than are permitted by 
the policy.” 


The company further agrees, in case it decides to 
cance] the insurance policy, to give the mortgagee ten 
days’ notice of cancelation, just twice the period given 


to the mortgagor. In return for this special protec- 
ee xa) 
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tion, the mortgagee must assume certain obligations. - 
He must agree to pay any premium which the mort- 

gagor or owner has neglected to pay, when such 

neglect has been brought to his notice and demand 

has been made upon him. He must notify the insur- 

ance company of any change of ownership or occu- 

paney or increase in hazard which has come to his 

knowledge and if requested by the company shall 

agree to pay any extra premiums for such increased 

hazard. 

In the case of some large investors such as insur- 
ance and trust companies, not even the mortgagee 
clause satisfies their requirements for’ protection. 
Very often, special contracts known as coverage 
agreements are drawn up between such concerns and 
the insurance company whereby the insurance com- 
pany agrees to furnish protection needed by them on 
property on which they lend money. 

The question ‘who is insurable?” is thus one that 
is not covered in detail by the policy contract. It is 
fundamentally a matter of the law of insurance in- 
terest and, if the interest that is to be protected by 
the policy is other than that of the owner of the 
property, the complete details of the relationship 
between the parties may be outlined in supplemen- 
tary agreements or indorsements attached to the 
policy. 

7. Property covered and losses covered.—As the 
intent of the policy contract is to replace unneces- 
sary and unforseen losses which fall upon individual 
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property owners, the policy should be so drawn as to 
grant this coverage and yet to protect the insurance 
fund from unjust and arbitrary claims not compre- 
hended within the original purpose of distributing un- 
necessary losses. With reference to the description 
of the property, the first page of the standard fire 
policy states 


“the Fire Insurance Company does insure the following 
described property while located and contained as described 
herein, or pro-rata for five days at proper place to which 
any of the property shall necessarily be removed for preser- 
vation from fire, but not elsewhere.” 


Following this statement is a blank space on the 
policy in which can be inserted a description of the 
property. Properties insured vary so widely that 
the policy could not possibly contain a standard form 
of description applicable to all cases. However, it 
is possible, to a reasonable extent, to standardize de- 
scriptions for particular kinds of property. ‘There 
is a class likeness in dwellings, in mercantile estab- 
lishments and in manufacturing establishments to 
be insured, which makes it possible for the underwrit- 
ers’ associations in various sections of the country to 
issue standard forms for each of these kinds of prop- 
erty which they recommend universally for use. 
Such forms have generally been carefully worded and 
are not subject to misinterpretation. When a de- 
scription of the property is drawn up by a broker or 
by some person who is unfamiliar with insurance 


242 INSURANCE 


practice there is danger that ambiguous language will 
be construed against the insured and not against the 
company. 

The contract is intended to cover the insured’s 
property only while located in a particular place. 
This wording is justified and defended by the com- 
pany on the ground that the location of the property 
has a great deal to do with the risk of fire loss and 
that, once a premium has been agreed‘upon, that 
premium is supposed to cover the risk of loss to prop- 
erty while in given situations. In some instances, 
courts have construed this provision liberally on the 
ground that the intent of the contract is to protect 
the property in the ordinary use to which it should 
be put, and have therefore held the insurance com- 
pany liable for fire loss even in cases where property 
had been removed from its original location. It is 
the part of caution, however, for the insured to as- 
sume that the provision with reference to location in 
a particular place will be construed rigidly according 
to the wording of the contract. The contract does 
provide, however, as indicated above, that the insured 
may in the case of fire remove his property from its 
original location and still keep the protection of his 
insurance for a period of five days. This provision 
is quite as unnecessary for the protection of the insur- 
ance company as for that of the policy holder. 

8. Restrictions on property covered—The policy 
contract names classes of limitations with reference 
to property covered. Certain items of property are 
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indicated as being non-insurable. Other items are 
insurable only by special agreement or by specific 
enumeration in the policy. With reference to the 
first, or non-insurable items, the contract states “This 
policy shall not cover accounts, bills, currency, evi- 
dences of debt, money, notes or securities.” The diffi- 
culty of proving the loss in such cases requires no 
comment. If these items were insurable, the temp- 
tation to have losses would be great and losses at- 
tributable to moral hazard would increase in propor- 
tion. Some of these items, such as accounts or evi- 
dences of debt, have no real insurable value; they 
represent a certain legal right to property, a right 
which exists even tho the evidence may be destroyed. 

Property which is insurable under the policy only 
by special agreement is covered by the folkowing 
statement. 


“Unless otherwise provided by agreement in writing added 
hereto, this company shall not be liable for loss or damage oc- 
curring (a) while mechanics are employed in building alter 
ing or repairing the described premises beyond a period of 
fifteen days; or (b) while illuminating gas or vapor is gen- 
erated on the described premises; or while (any usage or 
custom to the contrary notwithstanding) there is kept, used 
or allowed on the described premises fire works, street fire, 
phosphorus, explosives, benzine, gasolene, naptha or any 
other petroleum product of greater inflammability than kero- 
sene oil, gunpowder exceeding twenty-five pounds or kero- 
sene oil exceeding five barrels; or (c) if the subject of in- 
surance be a manufacturing establishment while operated in 
whole or in part between the hours of ten p. m. and five a. M. 
or while it ceases to be operated beyond a period of ten 
days; or (d) while a described building, whether intended 
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for occupancy by owner or tenant, is vacant or unoccupied 
beyond a period of ten days. Unless otherwise provided by 
agreement in writing added hereto this company shall not be 
liable for any loss or damage to any property hereunder 
while encumbered by a chattel mortgage, and during the 
time of such incumbrance the company shall be liable only 
for loss or damage to any other property secured here- 
under.” 


Each of the conditions here specified render the 
property more hazardous than is contemplated in 
the usual type of risk. The company may be quite 
willing to grant coverage under any or all of these 
conditions and as a matter of fact, does do so; but it 
is necessary when the insured wishes such coverage 
that the policy contain the proper indorsement. 
Such indorsement is obtained by riders attached to 
the policy. 

9. Losses covered.—The losses for which the stand- 
ard fire policy promises to reimburse the in- 
sured, are very carefully stated. There is an unusual 
opportunity for property owners to obtain insurance 
against fire and then to burn the property for the 
purpose of collecting the indemnity. The policy con- 
tract meets this need for careful protection of the 
interests of all policyholders by a direct statement of 
the risk assumed by the company, supplemented by 
a list of risks which will not be assumed, or which will 
be assumed only on the basis of a special agreement. 

The policy states in the first place that the insur- 
ance company insures the given person against “all 
direct loss or damage by fire.” The question is, what 


* 
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constitutes a direct loss and what constitutes a loss or 
damage by fire. Direct loss as interpreted by courts 
means any loss such that there is a direct chain of 
events between fire as the originating agency and 
ultimate property damage. It is not necessary that 
there be actual destruction of insured property in 
order that the loss may come under the terms of the 
contract. There is, for instance, a case on record in 
which fire occurring in a waste basket burned the in- 
sulation from electric wires, thereby causing a short 
circuit and eventually doing serious damage to elec- 
trical machinery. It was held by the court in this in- 
stance that there was, within the terms of the con- 
tract, a direct loss by fire and the insurance company 
was held liable. There are cases in which fire may 
occur and damage result to insured property thru the 
negligence of some person or agency. For instance, 
a locomotive engine may start a fire which eventu- 
ally destroys insured property and, under the law, 
the railroad company may be liable to the property 
owner. If, however, the property has been insured 
the owner may claim reimbursement directly from 
the insurance company. ‘The latter will be required 
to pay since this is a direct fire loss. The insurance 
company, however, will obtain from the insured sub- 
rogation of his rights against the railroad company 
and then seek reimbursement from the latter. 

The phrase, “loss or damage by fire,” has been inter- 
preted by courts of law as including any losses which 
are a result of the actual fire. It will include for in- 
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stance damage caused by water in case water has been 
used in extinguishing fire. If a falling wall caused 
by the burning of a building injures property on an 
adjoining location, this loss would again be considered 
as a loss or damage by fire within the meaning of the 
contract. Court interpretations have emphasized the 
fact, however, that there must have been an actual fire 
in order to hold the company lable. Heat of too low 
a degree to cause ignition may produce damage but 
the insurance company will not be lable. 

10. Risks specifically excluded.—N ot only does the 
standard fire policy contemplate the exclusion of all 
indirect losses from the terms of its protection, it also 
specifically excludes certain risks. These exclusions 
are comprehended within the following clauses: 


This company shall not be liable for loss or damage caused 
directly or indirectly by invasion, insurrection, riot, civil war 
or commotion or military or usurped power, or by order of 
any civil authority; or by theft; or by neglect of the in- 
sured to use all reasonable means to save and preserve the 
property at and after a fire or when the property is en- 
dangered by fire in neighboring premises. 

Unless otherwise provided by agreement in writing added 
hereto this company shall not be liable for loss or damage 
occurring by explosion or lightning unless fire ensue and 
in that event for loss or damage by fire only. 

If a building or any material part thereof fall except as 
the result of fire, all insurance by this policy on such building 
or its contents shall immediately cease. 


These quotations show that the terms of the stand- 
ard fire policy do not cover even all direct loss. It is 
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assumed, probably with good reason, ‘that losses due 
to invasion, insurrection and riot can, if sustained, be 
collected from civil authority; and regardless of this 
possibility, the terms of the contract presume a state 
of law and order, and the premium for insurance is 
_ calculated upon this presumption. If, therefore, the 
insurance company assumes such losses it would be 
placing a burden upon the insurance fund not con- 
templated in its original creation. The need for ex- 
cluding losses resulting from the neglect of the insured 
to give proper care to property after a fire is so evi- 
dent as to require no comment. If the company 
wished, however, to deny liability for losses supposed 
to be of this character, the burden of proof would be 
on the company and it might be very difficult to prove 
neglect. Losses by explosion or lightning when ac- 
companied by fire losses are difficult to separate from 
the latter and it is easy to see that the company can 
get into serious difficulty in attempting to exclude 
them. They will be directly assumed by the company 
however, by special agreement for an additional pre- 
mium. The exception made in the case of a falling 
building is based on the assumption that the insurance 
contract is intended to cover property in usable con- 
dition and not a mass of ruins. 

11. Measure of the amount of fire loss —The policy 
states that the company is lable for direct loss or 
damage by fire, but what shall be the basis upon which 
the amount of direct loss is determined? The policy 


248 INSURANCE 


states this matter with some care in the following 
words: 


does insure........ and legal representatives, to the ex- 
tent of the actual cash value (ascertained with proper de- 
duction for depreciation) of the property at the time of 
loss or damage, but not exceeding the amount which it would 
cost to repair or replace the same with material of like kind 
and quality within a reasonable time after such loss or dam- 
age, without allowance for any increased cost of repair or 
reconstruction of any ordnance or law regulating construc- 
tion or repair and without compensation for loss resulting 
from interruption of business or manufacture. 


The insurance policy thus provides that the settle- 
ment of loss shall be based essentially on the market 
value of the property, ascertained at the time of the 
fire. To do otherwise would be to depart at once 
from the important principle of indemnity. To be 
sure, it is not an easy matter to determine the market 
value of a piece of property. The settlement is ordi- 
narily made between the insured and the company 
with this as the guiding principle. If the parties are 
unable to.come to an agreement it may be necessary 
to seek another method of settlement but the princi- 
ple upon which the final adjustment of loss will be 
made is as stated. In accordance with this provision 
it is quite possible that the company might pay, in 
‘ase of a total loss, less than the value of the property 
when insured. If for instance a property valued at 
$10,000 at the time of issue of the policy should dete- 
riorate until at the time of loss it was worth only three- 
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quarters of that sum, the maximum amount which 
could be obtained from the insurance company would 
be the market value, or $7,500. This would be true if 
settlement is in accordance with the terms of the 
standard fire policy and with the intention of its 
framers. Some states, however, have passed valued 
policy laws requiring that in case of total loss the in- 
surance company must pay the full amount stated in 
the policy without regard to the value of the 
property. 

12. Protection against indirect losses from fire.—It 
is the intention of the standard fire policy to protect 
the insured against direct loss from fire only 
and by express statements in the contract the company 
denies liability for loss resulting from interruption 
of business or manufacture. If such indirect losses 
are to be covered, it must be by means of a special 
indorsement on the policy or some similar method. 
The desirability of offering protection,against indirect 
fire losses seems to be better appreciated than for- 
merly by many insurance companies and there has 
been a broad development of such forms of coverage 
as use and occupancy insurance, rent insurance, lease- 
hold insurance, commission and profit insurance and 
sprinkler leakage insurance. ‘The ordinary form of 
use and occupancy clause or, as it is sometimes called 
business interruption indemnity, offers indemnity to a 
manufacturer or merchant for loss of profit or to cover 
the continuation of fixed charges which are associated 
with the stoppage of business operations as a con- 
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sequence of fire. Rent insurance reimburses a land- 
lord for loss of rent occurring as a result of cancel- 
ation of leases thru fire; and leasehold insurance 
guarantees to the holder of valuable leases indemnity 
against the loss of the profit which results from the 
cancelation of leases because of fire. Sprinkler lease 
insurance protects against the unusual losses due to 
the accidental opening of automatic sprinklers when 
such is not in any way connected with fire. If an 
automatic sprinkler opens as a result of fire, and water 
damage ensues, the standard fire policy covers the loss. 
But sprinkler systems are often so sensitive that they 
will sometimes open in the excessively warm tempera- 
ture of summer, and considerable property damage 
may result. This loss would not be covered by the 
ordinary terms of the policy and protection can be 
furnished against it only by the indorsement of a 
sprinkler leakage form on the policy or by a separate 
sprinkler leakage contract. 


REVIEW 


Trace the development of the standard policy contract in fire 
insurance. 

State what determines the coverage of the insured. 

How does a fire insurance policy protect the insurance com- 
pany against any form of fraud? 

Explain how the interests of a mortgagee may be covered ur 
der a fire insurance policy. 

What property is covered by the insurance contract and what 
restrictions are set forth in it? 

Name the losses which are covered in a fire insurance contract 
and the risks which are excluded from it. 

Explain how the amount of fire loss is determined. 


CHAPTER XVII 
FIRE INSURANCE POLICIES (Continued) 


1. Amount of the insurance —The amount of the 
insurance named in the standard fire policy represents 
the maximum which the company can be called upon 
to assume in any event. ‘The policy states that the 
company insures “‘to an amount not exceeding—dol- 
lars.” When a loss occurs the company pays the ac- 
tual cash market value of the property destroyed, 
subject to the maximum amount named in the policy. 

Fire insurance must always guard against the pos- 
sible existence of moral hazard, the possibility that 
some dishonest person will use the insurance contract, 
not as a means of protecting against uncertain fire 
losses, but as a means of gain. Without sufficient 
means of guarding against such a possibility, a dis- 
honest property owner might obtain insurance in 
various companies, the total of which would far exceed 
the value of the property insured and then, in the case 
of loss, might attempt to collect insurance from each 
of the companies. Such a result is prevented in part 
by policy provisions (a) that the policy shall be void 
if the insured has concealed or misrepresented any 
material facts or circumstances concerning the in- 
surance; and (b) that unless the insured shall provide 
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otherwise by agreement in writing, the company shall 
not be liable for loss occurring “‘while the insured shall 
have any other contract of insurance, whether valid or 
not, on property covered in whole or in part by this 
policy.” It is not the intention of the company to 
prevent the insured from obtaining other insurance on 
his property since there are many cases in which a 
single company is unwilling to furnish the entire 
amount of protection necessary on given items of 
property. The purpose of the “other insurance 
clause” is to guarantee that the company shall have 
knowledge of other policies and shall assume its lia- 
bility in view of complete knowledge of all the facts 
surrounding the insurance of the property in question. 

2. Over insurance.——The fire insurance business 
has found it necessary to devise means to meet the 
tendency on the part of property owners in certain 
localities to over-insure and the opposite tendency 
in other localities to under-insure. The standard 
fire policy is silent in this matter of over or under in- 
surance and where either situation arises it must be 
handled by means of indorsement on the contract. 
Over insurance is frequently found in communities 
where fire losses are likely to be total, as in rural com- 
munities or in villages where building construction 
is largely of wood and where fire protection facilities 
are very inadequate. In order to carry out the pur- 
poses of the fire insurance contract to distribute un- 
certain losses and particularly to keep these uncer- 
tain loses at their lowest limit, it is sometimes desir- 
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able to furnish the insured with an incentive to keep 
a careful watch over his property. One effective 
means of bringing about this result is to limit the 
maximum liability of the insurance fund to a stated 
proportion of the cash value of the property. If the 
owner understands that on a property worth $10,000 
he can under no circumstances receive more than 
three-quarters of this amount from his fire insurance 
policy, he will naturally be much more careful in pre- 
serving his property against possible destruction by 
fire. Since the indorsement on the insurance con- 
tract will reduce any eventual loss payment, the in- 
dorsement of such a clause, known as the three-fourths 
value clause, will permit the insurance to be written 
at a lower premium than would otherwise be the case. 

Another clause sometimes indorsed on the fire in- 
surance policy is known as the three-fourths loss 
clause. It limits the lability of the company to 
three-fourths of any loss that takes place. It is 
therefore, much stricter than the three-fourths value 
clause, since the latter does not become effective un- 
til the amount of the loss has equaled three-fourths 
of the value of the property. The three-fourths loss 
clause, however, is effective with respect to every loss, 
whether partial or total. 

3. Under insurance.—The contrary tendency to 
insure property for much less than its total value is 
found generally in large cities where fire protection 
is unusually well developed and where it is well 
known by policy holders that most msurance losses 
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are partial. The difficulty originally lay in the fact 
that the fire insurance premium was always quoted at 
so much per hundred dollars of insurance without re- 
gard to the amount of insurance carried on property. 
Whether the property owner or the insured carried 
much insurance or little he paid the same rate per 
hundred dollars insurance. The situation might be 
illustrated as follows. Suppose two persons, each 
owning a property at $5,000. The one insures for 
full value, the other for 40 per cent, or $2,000. At 
the premium rate of $1 per hundred dollars insurance, 
the one pays $50 insurance premium, the other $20. 
Now, in case fire causes a loss of any amount on 
either property up to $2,000, the property owner who 
took insurance for only part of his value receives the 
same protection for $20 that the other man receives 
for a much larger sum. Of course, if the loss were 
above $2,000, the second person would be fully pro- 
tected and the first not so; but that does not obviate 
the patent fact that the one man pays a much higher 
rate for his protection than the other. 

There are two methods of meeting this situation. 
In the first place, every property owner can be al- 
lowed to pay a flat rate or premium per unit of insur- 
ance and the company can grade losses in accordance 
with the relative amount of insurance carried. On 
the other hand, it is possible to grade the rate of pre- 
miums in accordance with the amount of insurance 
carried and pay all losses in full. Either method 
meets the requirements of the situation. 
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The first solution suggested is that of the well- 
known co-insurance clause which provides that the 
company shall pay any loss in the proportion that the 
insurance carried bears to the insurance which the 
company requires to be carried on the property. To 
illustrate in the case of the $5,000 property referred 
to above, let us suppose that the insurance company 
requires insurance to the extent of 80 per cent of the 
value. The amount required by the company, as 
prerequisite to the payment of all losses in full, would 
therefore be $4,000. The property owner, then, who 
carried but $2,000 insurance on this property would 
have any loss paid under the co-insurance clause 
in the proportion that $2,000 bears to $4,000 or the 
company would be liable for one-half of any loss and 
the property owner would be co-insurer to the extent 
of the other 50 per cent. 

The difficulty that has always been found with the 
co-insurance clause lies in the fact that many policy 
holders fail to understand it and object to having 
their losses scaled down even tho they may under- 
stand, as most of them probably do not, that they 
have not paid a premium adequate to the protection 
they would receive in case their partial losses were 
paid in full. 

Since schedule rating has come so thoroly in vogue 
in the rating of such risks as mercantile and manufac- 
turing buildings, it has been found more desirable 
in these cases to meet the tendency to under insure by 
grading rates and paying all partial losses in full. 

XIX—18 
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Thus, one well-known rating schedule uses the fol- 
lowing rule. If the rate to be charged for insuring 
the building to 50 per cent of its value is $1 per $100 
insurance, the owner who insures to 80 per cent of 
value will receive a rate of 85 cents per hundred dol- 
lars insurance; on the other hand, he who insures for 
only 30 per cent of value will pay a rate of $1.20 
per unit of insurance. This seems, in general, to be 
a much more satisfactory method of meeting the 
situation of under-insurance than that of the coin- 
surance clause for the reason that the adjustment 
in the case of graded rates is made prior to the time 
the policy is issued. The premium is a part of the 
consideration for the contract and supposedly the in- 
sured will know the premium charged before he has 
accepted the contract; whereas, in the case of the co- 
insurance clause, the insured may have his first knowl- 
edge of the character of his protection when the loss 
has occurred and the insurance company attempts 
to effect a settlement. It is still necessary, how- 
ever, to use the coinsurance clause in those cases 
where properties have not yet been rated by schedule. 

4. Term of the insurance.—Fire insurance con- 
tracts are usually written for terms of one year, three 
years or five years. ‘There are in existence a few so- 
called perpetual policies but their number is so small 
as to be relatively insignificant. The policy contract 
provides that the insurance shall run from noon on a 
given day to noon of the day one year, three or five 
years thereafter. The word noon is further defined 
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in the contract to mean standard time at the place of 
loss or damage. ‘This interpretative provision was in- 
cluded in the revised New York form since a court 
was, in at least one instance, called upon to deter- 
mine whether noon as stated in the contract meant 
noon standard time or noon sun time. 

The short term of the fire insurance. policy is a 
natural outgrowth of the conditions surrounding it. 
Property changes in character from time to time and 
the risk of fire loss can vary to a great extent in a 
a short interval. It therefore becomes desirable for 
the insurance company to readjust its contract to 
these changing conditions. The re-issue or renewal 
of a fire insurance policy necessitates a re-statement 
of the description of the property insured and this re- 
statement must be in accordance with any changes 
that have taken place. 

5. Renewals.—A fire insurance policy may be re- 
newed either by a renewal receipt or by the issue of 
anew policy. The former provides that in consider- 
ation of a new premium the policy is renewed and 
continues in force for a new term as stated. The re- 
newal receipt is supposed to continue the original 
policy under its original term; but questions of in- 
terpretation have arisen, and misunderstanding be- 
tween company and insured have occurred. For in- 
stance, it has been held by a court of law that verbal 
understandings valid under the original policy were 
not continued under the renewal contract. The pos- 
sibilities of misunderstanding incline the company to 
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prefer renewal by the issue of a new policy. The 
formality of issuing a new policy is almost neces- 
sarily associated with greater care in observing the 
terms and provisions of the contract, and misunder- 
standings therefore are less likely to occur. 

6. Cancellations—The fire contract is subject to 
termination.by either party. If it were possible for 
a dishonest property owner to secure an insurance 
policy and if it were then impossible for the insurance 
company to terminate the contract when they found 
out the character of the insured, there would unques- 
tionably be a large increase in fire losses due to moral 
hazard, and insurance premiums paid by honest prop- 
erty owners would, as a result, increase. This situa- 
tion makes it desirable that the standard fire policy 
contain a clause explaining carefully the conditions 
under which cancellation may take place. The clause 
in question provides that the policy may be cancelled 
at any time at the request of the insured, and the com- 
pany promises thereupon, upon demand and surren- 
der of the policy, to refund the excess of premium 
paid above the regular rate for the period already 
expired. When the company desires to cancel, the 
clause requires that it shall give to the insured five- 
days’ written notice “with or without tender of the 
excess of the paid premium above the pro-rata pre- 
mium for the expired time, which excess if not ten- 
dered shall be refunded on demand.” Notice of can- 
cellation shall state that this excess premium (if not 
tendered) will be refunded on demand. If the in- 
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sured requests cancellation of the policy the pre- 
mium returned gives a smaller amount than in case 
the company cancels. This procedure is proper on 
the assumption that the person who desires to ter- 
minate the contract shall pay the cost of writing it 
originally. If the insured cancels, therefore, the re- 
turned premium is the difference between the so- 
called short rate and the total premium for the year, 
whereas, if the company cancels it must return a pro 
rata amount. There is one other consideration in- 
volved here, namely, that if the pro rata premium 
were returned to the insured in case he cancelled, it 
would be possible for property owners to obtain in- 
surance contracts for the longer-term period at the 
reduced rate at which such contracts are issued and . 
then cancel at the end of a short period and obtain 
the benefits of a much lower rate than would be pos- 
sible in case they asked originally for a short-term 
contract. 

7. Loss settlements.—The determination of the li- 
ability of the insurance fund to a policy holder when 
he has suffered a loss measures the success with which 
the intent of the policy contract has been carried out. 
If the final settlement is made in accordance with the 
provisions of the contract previously stated and the 
insured receives the cash market value of the prop- 
erty destroyed or damaged, the intent of the contract 
is realized; if, however, the insured finds it possible to 
claim and receive payment on destroyed property 
far in excess of its market value, or if, on the other 
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hand, the company is enabled to effect a settlement 
below the actual market value, the intent of the con- 
tract is not realized. In view of these considera- 
tions, it is to be expected that the policy will outline 
in careful detail the procedure to be followed after a 
loss occurs and the method of arriving at a final set- 
tlement. 

The clauses governing the procedure to be followed 
by the insured after a loss cover various points: (a) 
the insured is required to give to the company im- 
mediate notice in writing of any loss or damage that 
has occurred, in order that the company may be 
placed at once in possession of the facts of possible 
loss and be in a position to take the steps necessary 
- to preserve its interests; (b) the insured is further re- 
quired to protect the property from further damage, 
to separate damaged and undamaged personal prop- 
erty and to put it in the best possible order; (c) the 
insured must make a complete inventory of the dam- 
aged, undamaged and destroyed. property stating 
the quantity and cost on each article and the amount 
claimed thereon; (d) within 60 days after the fire, 
the insured is required to file with the company a 
signed and sworn statement of his loss, containing in- 
formation as to the time and origin of the fire, the 
interest of the insured and of all other persons in the 
property, the cash value of each item insured and the 
loss or damage sustained on each, all ineumbrances 
thereon, all other contracts of insurance covering the 
property, whether such contracts be valid or not, any 
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changes in title, use, occupancy, possession, location 
or exposures that may have taken place since the 
policy was issued and a statement as to all persons 
who occupied any portion or portions of the insured 
property at the time of the fire and the use to which 
such property was put. The insured must also fur- 
nish the company with copies of all descriptions or 
schedules in all policies written on the property and, 
if required, plans and specifications of buildings, fix- 
tures or machinery destroyed or damaged. 

The company, however, may be unwilling to accept 
the statement of the insured, even tho a sworn state- 
ment, as to the various items of information given 
above. The policy, therefore, further requires (e) 
that 

the insured as often as may be reasonably required shall 
exhibit to any person designated by this company all that 
remains of any property herein described, and submit to an 
examination under oath by any person named by this com- 
pany, and subscribe the same; and as often as may be rea- 
sonably required, shall produce for examination all books 
of accounts, bills, invoices, and other vouchers or certified 
copies thereof, if originals be lost, at such reasonable time 
and place as may be designated by this company or its 
representatives, and shall permit extracts and copies thereof 
to be made. 

8. Adjustment of losses—The policy contract pre- 
sumes that when the insured has furnished the re- 
quired proof of loss, he and the company will come to 
an agreement as to the liability of the latter. The 
business of adjustment was originally in the hands 
of the company or its representative, but loss ad- 
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justment has in recent times become a matter requix- 
ing technical training and there has grown up a spe- 
cial class of persons known as loss adjusters to do this 
work. Special loss adjusters or adjustment bureaus 
are now found in many of the larger communities. 
They may be called upon by the insured to act as his 
agent in the settlement of losses and they are also 
employed by the companies in the same capacity. 
Such adjustment agencies are particularly advan- 
tageous when several insurance companies are in- 
volved in the settlement of a single loss. ‘They are 
probably in a position to settle losses more cheaply 
and more effectively than would be the case if each 
company had a separate representative to act for it. 
The single adjuster or bureau in charge of the set- 
tlement of a loss for several companies will have in 
his possession the policies and indorsements from all 
companies and will be able to effect an adjustment 
which affords substantial justice to all parties con- 
cerned. 

Where the representative of the company and the 
insured are unable to agree as to the amount of the 
loss or damage, the policy provides that 


Fach shall on the written demand of either select a com- 
petent and disinterested appraiser. The appraisers shall 
first select a competent and disinterested umpire; and fail- 
ing for fifteen days to agree upon such umpire, then upon 
request of the insured or this company, such umpire shall be 
selected by a judge of a court of record in the state in which 
the property insured is located. The appraisers shall then 
appraise the loss and damage stating separately sound value 
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and loss or damage to each item; and failing to agree, shall 
submit their differences only, to the umpire. An award 
in writing, so itemized, of any two when filed with this com- 
pany shall determine the amount of sound value and loss or 
damage. Each appraiser shall be paid by the party select- 
ing him and the expenses of appraisal and umpire shall be 
paid by the parties equally. 


The amount of the company’s lability having been 
determined by agreement or by an appraisal award, 
the company may then, if it accepts the liability, pay 
the loss. An agreement as to the amount of the loss 
does not necessarily establish the company’s liability 
since the company may, on investigation, find that cer- 
tain provisions of the policy contract have not been 
lived up to by the insured or the policy may have been 
violated in some way. If, however, the company ad- 
mits lability, it ordinarily pays the amount of the loss 
in cash. It is not required, however, to follow this 
method of payment but may, at its option, take all 
or any part of the articles at the agreed or appraised 
value, or it may repair the place or rebuild the prop- 
erty lost or damaged with other of like kind and 
quality. This option may at times be of value to the 
company as a means of avoiding what seems to it to 
be an excessive loss payment. However, a company 
seldom exercises the option because of the require- 
ment that repaired, rebuilt or replaced property shall 
be of like kind and quality. In one case in which a 
company availed itself of the option to rebuild, the 
owner contended successfully when the property had 
- been completed, that the re-built structure was not of 
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like kind and quality with the original and, therefore, 
the company was required by the court to pay the loss 
in cash. Since the rebuilt property, however, stood 
on ground owned by the insured it also became his 
property and thus in effect, he obtained a double pay- 
ment of his loss. A company naturally desires to 
avoid any such complication as this. 

The amount of the loss having been agreed upon 
between insured and company, the company is re- 
quired by the terms of the policy to pay this amount 
within 

60 days after proof of loss as herein provided is received 
by this company and ascertainment of the loss or damage 
is made either by agreement between the insured and this 


company expressed in writing or by the filing with this com- 
pany of an award as herein provided. 


The fire insurance company may be called upon 
to pay losses from time to time for which third 
parties are ultimately responsible; or, as in the case 
of mortgagees, may pay a loss of security where the 
mortgagee possesses the right eventually of calling 
upon the mortgagor for the repayment of his loan. 
In the case of any such payment by the company, 
the insured is required to assign to it his right of re- 
covery against any party: toward whom such right 
may exist. ‘Thus, in the case of a fire caused by the 
negligence of a railroad, the insurance company may 
be called upon in the first instance to pay fire loss 
to the owner of insured property but this owner under 
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the law may have a right to sue the railway corpora- 
tion for damages and on receiving payment from the 
msurance company must, therefore, transfer to the 
latter its right of recovery against the railroad. An 
important section of the mortgagee clause, and, in- 
deed, of the provision in the standard fire policy cov- 
ering mortgagee interests, requires subrogation wher- 
ever the company pays to the mortgagor any sum 
for loss or damage and claims that as to the mort- 
gagor or owner of the property it has no lability. 

9. Loss settlements and contribution—The policy 
contract contains a clause outlining the method of 
settling losses in those cases in which more than one 
policy has been written to cover a given property. 
This clause provides that the company “shall not be 
lable for a great proportion of any loss or damage 
than the amount hereby insured shall bear to the 
whole insurance covering the property, whether valid 
or not and whether collectible or not.” The ordinary 
application of this provision is very simple. If a 
$10,000 property is covered by two policies, one for 
$5,000 and one for $3,000, any loss will be paid by 
the companies in the respective proportion 5 and 84. 
The requirements that this method of settlement shall 
be effective whether policies are valid or not, or 
whether the insurance is collectible or not, protects the 
company against the possibility that the insured 
might take out sufficient insurance in a strong com- 
pany to cover ordinary losses and then purchase a 
cheaper policy from some company whose ability to 
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pay losses was questionable on the chance that he 
might in this way, obtain payment for the maximum 
possible loss. 

10. Contribution and the problem of concurrent 
policies—In cases such as that cited in the previous 
paragraph the problem of adjusting losses between 
several insurance companies presents no difficulties. 
If, however, the various policies do not agree com- 
pletely in their terms the matter of applying the pro- 
visions of the contribution clause may present some 
of the most difficult problems of loss adjustment. 
If, for instance, one policy covered a building and a 
second policy the building and its contents, some 
means must be found at once by which to determine 
the amount of insurance which each is to contribute 
toward the loss on the building. Again, one policy 
may contain a co-insurance clause, a second policy, 
none; or one policy may have a mortgagee clause in- 
dorsed upon it and another be without this clause. 
There is no single rule or regulation which will apply 
to the multitude of cases of this sort which may arise. 
Insurance adjusters in various localities have estab- 
lished rules which they apply wherever possible and 
which seem to work with substantial justice in most 
instances. Some complicated cases have been taken 
to court and rules of settlement have been established 
by the courts. It is not possible here to consider all 
the rules that have been established for settling such 
losses but it may be worth while to name a few of the 
well known rules: There are, for instance, the Read- 
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ing rule, the Cromie rule, the Griswold rule, the 
Chicago rule, the Hartford rule, and the Kinnie 
rule. 

Where the problem of settlement is that of de- 
termining the amount of insurance under a general 
or blanket policy that will be considered to apply to a 
specific item of property for the sake of applying the 
rule of contribution, the two following methods are 
used by two of the rules stated above. One rule dis- 
tributes insurance under the general policy in propor- 
tion as the value insured under the general policy at- 
taches to specific items of property. Another rule 
makes the contribution in accordance with the propor- 
tion of losses on specific items of property. One 
method of settlement used in cases where a co-insur- 
ance clause is attached to one policy, but not to the 
other, is to calculate the liability of the first policy on 
the assumption that co-insurance applies, then apply 
the regular rule of distribution without any reference 
to co-insurance for the sake of determining the liabil- 
ity under the second policy. Many situations arise in 
the settlement of losses where several policies are con- 
cerned in a particular loss which tax the ingenuity of 
the most expert insurance adjuster, and for which no 
fixed rule of settlement can be satisfactory. It is 
situations such as these that have justified the or- 
ganization of a set of special adjusters. 


REVIEW 


Describe the methods used by fire insuram.e companies to 
protect themselves against dishonest property owners. 
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Discuss over and under insurance and the methods taken to 
control them. 

Explain the reasons given for the short terms of fire insurance 
policies. 

Describe the method of renewing fire insurance policies. 

Who may cancel a fire insurance policy and how it is done? 

Explain the procedure to be followed by the insured in ob- 
taining settlement for a loss. 


What is meant by adjustment of loss? Describe how it is 
done. 


CHAPTER XVIII 


THE TECHNICAL BASIS OF FIRE INSURANCE 


1. Purpose—In any discussion of insurance as 
pointed out in Chapter I there are three important 
considerations: (a) magnitude of the risk, (b) cov- 
erage, and (c) underwriting and premiums. In 
previous chapters relating to fire insurance the 
amount of the risk and the possible measures for re- 
ducing it were considered, the details of coverage as 
exemplified in standard insurance policies were ex- 
plained. It remains to consider the technical basis 
of fire insurance and to examine the principles un- 
derlying the rating function and the underwriting 
function. 

2. Fire insurance rating.—A proper rating struc- 
ture in fire insurance must meet two tests. First, 
the rate must supply the income which creates the 
insurance fund from which uncertain losses are paid. 
This is the test of adequacy referred to in Chapter I. 
In fire insurance, in particular, adequacy must be 
measured on the basis of a considerable term of years, 
since from year to year there is much variation in fire 
losses, even for a large area like the entire United 
States. Rates based on the loss experience of a given 


year, or even of four or five years, might be insuffi- 
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cient to meet the unusual losses of a year in which a 
serious conflagration occurred. 

The second test of a proper rating system is that 
the rate should measure the proper contribution of 
rarious subjects of insurance to the insurance fund. 
This, again, is the test of equity. If, for instance, 
losses in cities show twice as large a proportion of 
insurable value as do losses in villages or rural dis- 
tricts, a proper rating system would show fire insur- 
ance rates twice as large on the average in cities as 
they are in rural districts. Again, rates on mercan- 
tile properties and on dwelling houses should reflect 
any differences that exist in the susceptibility of these 
classes of risk to fire damage. 

3. Kinds of rates—F¥ ire insurance rates may be 
classified as minimum and specific. A rthinimum rate 
applies to a large group of properties, such as dwell- 
ing houses, where the hazard is relatively uniform in 
character. If wide variations in losses occur on prop- 
erties supposedly of a like type it indicates consider- 
able diversity in the conditions determining possible 
fire loss. ‘The insurance of such properties at mini- 
mum rates, which means insurance at a constant rate 
per hundred dollars of value insured, might show a 
good profit of all such business written or, on the 
other hand, might show an equally large loss. The 
underwriter is interested in obtaining a fairly regular 
loss experience on given types of property and 
marked variations for kinds of property supposed to 
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be similar would suggest the advisabilty of a specific 
inspection and a specific rate on each building. 

The advantage to the insured of a minimum rate 
lies in the saving of the expense of separate ratings 
on each risk, whereas a possible disadvantage to him 
lies in the fact that the flat rate charged may be ex- 
cessive when compared with the loss experienced on 
such property. While the premium income from the 
insurance on dwellings probably does not bulk large 
in the total business of an insurance company, the fact 
that such business is looked upon in some cases as pre- 
ferred business may indicate that it is subject not only 
to stable loss experience, but to good profit as well. 

A specific rate applies where a business or some 
operation in it is deemed to have a distinct bearing 
upon the possibility of fire loss. Manufacturing and 
mercantile property in particular are specifically 
rated. For fire-rating purposes, there is no such 
thing as a manufacturing type of building. Manu- 
facturing covers so many variations of fire hazards 
that no standard for manufacturing as a whole is 
possible. The carding room of a textile establish- 
ment, for instance, presents vastly different possibi- 
ties of fire loss from that of the casting room of an 
iron foundry. Two textile establishments, however, 
may vary as widely as the two cases just cited. In 
one, for instance, the room in which operations are 
carried on, which are especially hazardous from the 


fire standpoint, may be entirely separated from the 
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remainder of the business and the entire business, 
therefore, will not be as dangerous as its most dan- 
gerous parts. One establishment may be equipped 
with the latest type of automatic sprinkler, whereas 
the other has none, a difference which would mean a 
wide difference in the possibility of loss thru fire. 
There is so much variety in the items which influence 
the fire hazards that, generally speaking, large build- 
ings in congested business districts are subject to 
specific rating. 

4. Rate-making processes —The making of fire in- 
surance rates is an intricate matter. It is done al- 
most entirely by organizations known as rating as- 
sociations or rating and inspection agencies. They 
may confine their operations to a single city, as Chi- 
cago, New York, or Philadelphia, or they may oper- 
ate over a state or group of states. The area em- 
braced depends largely on local conditions and on the 
volume of business that is to be handled. For the 
efficient operation of the insurance business it is most 
necessary that the rating of buildings for fire insur- 
ance purposes be done by only one organization. If 
every company that wished to write a policy on a 
given building found it necessary to make a specific 
rating and inspection of the building, the cost of writ- 
ing insurance would enormously increase and _ this 
cost, of course, would be paid by the consumers of 
fire insurance, that is, the property owners. 

Minimum rates are usually what are known as 
judgment rates. They are determined by the un- 
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derwriters’ association in a given locality on the basis 
of their general knowledge of the risk involved. 
They have at their command, information regarding 
the type of building construction of the property to 
be rated, the character of fire protection in the locality 
and the experience of the community with reference 
to fire losses in the past. Judgment rates are not 
based solely on statistical experience of past fire 
losses; but the judgment upon which they are based 
reflects very definitely, tho possibly indirectly, the loss 
experience of the past on risks of the type in ques- 
tion. 

Specific rates are usually obtained by means of a 
schedule. A property in which the risk is affected 
to a measurable extent by the features of construc- 
tion or the character of its occupancy is subjected to 
a very close analysis. Upon this schedule may be 
listed various factors affecting the risk in question or 
the fire hazards in the locality, and these must be 
known in order to arrive at a correct rate. The 
proper utilization of the schedule presupposes a care- 
ful inspection of the property. This inspection is 
usually made by representatives of the local rating 
association. ‘The inspection involves not merely a 
study of the conditions influencing the given prop- 
erty, but a study of the general conditions surround- 
the town or city in which the risk is located, such as 
the fire department, water supply, kinds and charac- 
ter of streets, police force, possibility of high wind, 
congested character of cities and the possibility of 
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sweeping fires, and numerous other points. The 
general conditions affecting a city need be investi- 
gated but once and conclusions drawn can be used 
afterwards in rating all risks in the localty, unless, 
of course, changes affecting the degree of risk take 
place. It is the business of the rating association to 
keep in touch with all such changes and to utilize 
them in the adjustment of fire insurance rates. 

In the detailed inspection of a given risk, the 
usual type of schedule takes account of factors such 
as the following: the kind of building, whether frame, 
masonry or fire-proof; height; area; roof; thickness 
of floors; floor openings such as stairways, elevators, 
dumbwaiters, and the protection, if any, of these 
openings against the passage of fire. The investi- 
gation will include the type of business conducted on 
each floor of the building, the nature of the property 
on each floor, any work that is done, the number of 
persons employed in the works and the kind of 
machines used. It is particularly important that the 
inspector consider very carefully methods of heating 
and lighting or any evidence of untidiness or ecare- 
lessness which might indicate a sub-standard condi- 
tion of care of the building. In factory or office 
buildings, fire-fighting devices will be carefully inves- 
tigated, such as fire pails, fire extinguishers, stand- 
pipes, sprinkler systems; and the efficient and proper 
operation of fire alarm systems will be given due con- 
sideration. | 

The inspection work of the underwriters’ associa- 
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tion in Canada is thus described by Mr. A. W. Ross, 
formerly secretary of the Mainland Board of Fire 
Underwriters; 


We maintain a number of experts who have had extensive 
experience in inspection and applying schedules to various 
classes of risks. Uniform practices in the manner of con- 
ducting the business are demanded, concurrent forms of 
policies upon all important individual risks are maintained. 
In this connection, all daily reports are examined, and ap~ 
proved or otherwise, as the cases may warrant. In the 
congested or mercantile sections of a city, special inspec- 
tions and rates are made, each risk being rated upon its 
own merits. The same thing applies with respect to special 
hazards and all important risks. The inspections or survey 
of each risk, together with detailed information, are kept 
on file in our offices, and are open to the inspection of all 
parties interested. It has been the practice of this asso- 
ciation to invite the inspection and criticism of the owners 
of the risks, and we are only too pleased upon every occasion 
to have the interested parties visit our offices and consult 
upon any real or supposed grievance which may exist. We 
advise always to undertake improvements which they may 
suggest. In this way we can materially improve the hazard 
in the risk thereby reducing the rate. In a few instances, 
we experience some difficulty in inducing owners to under- 
take suggested i improvements, but we al the number of such 
persons is gradually becoming less, and our experience 
proves that the large property owners and public generally 
are daily becoming more disposed to consult with us on the 
question of construction and protection than they have been 
before. 

Our surveying staff make periodical inspections of the 
more important risks in so far as it 1s possible with the as- 
sistance employed. Investigations are constantly being 
made as to the extent and efficiency of fire departments, 
water supply, character of streets, conditions and construc- 
tion of buildings in various cities and other important mat- 
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ters incident to the suppression of fires and the extent of 
the conflagration hazard. 

We also employ, or have made arrangements with other 
associations for the use of their sprinkling engineers, and 
we suggest and assist in the drawing up of plans for speci- 
fications for the sprinkler equipments and when installed 
finally inspect and pass upon the same. 


5. Rating schedules now in use.—A rating schedule 
is a means by which all the variable factors that en- 
ter into the determination of a fire hazard on a given 
property may be listed by the inspector or rating ex- 
pert. It is easy to see the advantage which will ac- 
crue from having all of these variable items affecting 
a particular building set down in black and white 
rather than depending on the inspector’s memory 
to include them all when he comes to make a final 
rate. Without such a list, no inspector would be 
likely to reach the same final rating on a building in 
two independent inspections, whereas, the use of the 
schedule should bring about just this kind of con- 
sistency. There is a further advantage in the use 
of such a schedule in that, in the schedule ordinarily 
used today, the credit given or charge made for varia- 
tions in hazards is the result of combined judgment 
and not that of a particular person. The two sched- 
ules most used today are known as the Universal 
Mercantile Schedule and the Analytic Schedule. 
The former owes its completion largely to the energy 
and assistance of Mr. F. C. Moore, long a well- 
known underwriter in the East, and the latter is 
equally indebted to Mr. A. F. Dean, of Chicago. 
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6. Universal Mercantile Schedule—The basic con- 
sideration on which the Universal Mercantile Sched- 
ule is established is to set a formal rate for a building 
of a standard type in a place of standard type and to 
arrive at the rate on given property by additions to 
and deductions from this initial rate based upon 
deviations of the city or property in question from 
this standard. The basis rate for non-fireproof mer- 
cantile buildings is 25 cents per hundred dollars in- 
surance and this rate is supposed to measure the haz- 
ard of a standard building in a standard city. This 
standard was set high by the originator of the sched- 
ule who thought that this would educate property 
owners to better standards of building construction. 
Starting with this basis rate, it is necessary to obtain 
the rate which is basic for a given city, known as the 
key rate. The latter represents a standard building 
in a given city and any deviation which it shows from 
the basis rate of 25 cents is determined by the varia- 
tion of the general conditions of the city with refer- 
ence to fire hazard. Many cities, of course, show a 
key rate in excess of 25 cents while others with ex- 
ceptionally good methods of building construction 
and of fire protection receive a key rate less than the 
basis rate. 

_ The schedule lists in considerable detail features 
of construction of the building such as walls, height 
and area, floor and window openings, heating and 
lighting devices, electric wires, unprotected columns 
in the building, and the presence of machinery or 
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equipment for power transmission. ‘The occupancy 
of the building is next analyzed. The schedule in- 
cludes a list of nearly two thousand different occu- 
pancies. Occupancy is considered from the view- 
point of both ignitibility and combustibility, terms 
explained in the preceding chapter. Another part of 
the occupancy table measures the susceptibility of 
the given property to damage by fire. The stock 
may not be a very dangerous or combustible one, but 
it may be very susceptible to damage. Millinery, for 
instance, represents such a stock. It will not itself 
start a fire very quickly; but will burn rapidly and, 
owing to its very light nature, it is highly susceptible 
to damage from smoke, fire or water. Following the 
analysis of the occupancy of a given risk, the sched- 
ule next considers fire fighting appliances. They in- 
clude water pails, watchman service, special alarms, 
stand-pipes, hydrants, and the like. ‘The exposure 
of the building, next taken into consideration, has 
reference to the danger of fire from surrounding 
property. ‘The final list of items includes what are 
classified as faults of management easily corrected. 
Such items are listed as unsafe stove pipes or heating 
conditions, improper care of wastes and numerous 
things which in business properties are called “bad 
housekeeping.” For these items, the rater makes defi- 
nite charges. ‘They are placed last in the schedule as 
they can be easily corrected when called to the atten- 
tion of the interested parties. They: can then be ad- 
justed without recomputation of the entire rate. 
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The following illustrates the determination of a 
rate by application of the Universal Mercantile 
Schedule to a non-fireproof brick building having 
one tenant who is a wholesale dealer in drugs: 
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It would be possible to make a substantial reduc- 
tion in the rate of insurance on this property by cor- 
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recting the skylight, for which a charge of 15 cents 
gross is made. This would not be a difficult or ex- 
pensive thing to do. It will be noted that charges 
which build up the schedule are specific amounts 
while credits are always made in percentages. This 
is one of the characteristic features of the Universal 
Mercantile Schedule as distinct from the Dean, or 
Analytic Schedule. 

7. Analytic Schedule—The Dean or Analytic 
Schedule takes as its standard a building of poor con- 
struction in a town having sub-standard conditions of 
fire protection. The thought in the mind of the 
author in following this procedure was to devise a 
schedule which would require the smallest amount of 
clerical work on the part of the rate maker and since 
most towns were of poor quality and most buildings 
of ordinary construction, a schedule using these con- 
ditions as standard would require the least amount of 
labor in its application. The schedule differs from 
the Moore Schedule, furthermore, in that, with the ex- 
ception of charges for damageability and “after- 
charges” it makes all charges as well as credits per- 
centages of the basis rate. ‘The theory on which this 
is done is that there is a relation between defective 
conditions of buildings and the towns in which they 
are situated. or instance, if a town in grade 7 con- 
tains a building with a defective chimney, the charge 
for the defective chimney will be a certain percentage 
namely, 10 per cent. If the town improves so that 
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it grades in class three, the charge for the defective 
chimney will still be 10 per cent of the basis rate. 
That is, the same relation will exist between the chim- 
ney and the basis rate now as in the first instance. 

Charges for occupancy are divided into three parts, 
ignitibility, combustibility and susceptibilty. It car- 
ries the analysis of the occupancy to a more refined 
point than does the Universal since it does not lump 
the first two conditions in a single charge. ‘The first 
and second charges are percentages, but the third 
charge, susceptibility, is a flat fixed charge and is 
based on the principle that when fire has started, the 
contents have a certain susceptibility to damage which 
is not affected by their environment. ‘The exposure 
hazard is subjected by the Dean Schedule to a very 
careful analysis, the tables providing for something 
like eighty different conditions. 

The Dean Schedule has been applied over a great 
expanse of property and probably with more uni- 
formity in its application than any other that has been 
made. The Universal Schedule is not copyrighted 
and can be changed. With few exceptions, it has not 
been used in its original form, but has been adapted 
more or less by local boards. The Analytic Schedule, 
however, is copyrighted and cannot be changed with- 
out the consent of the copyright owner. ‘This fact 
has made it possible to test the schedule over a wide 
territory. 

8. Statistical background of fire insurance rates.— 
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Fire insurance rates fixed by schedule may satisfy 
the test of adequacy, and it is generally believed that 
they are equitable. They are not, however, deter- 
mined by a completely objective process, since the 
charges and credits made by schedule are at best the 
judgment of a group of experts. The criticism of 
fire insurance rating methods in recent years, and 
much of our legislation with reference to fire insur- 
ance rates, seems to rest in large part on the fact that 
these rates have never been Justified statistically. 
Mr. E. G. Richards, endeavoring to meet this criti- 
cism, has devised a schedule which he calls the Ex- 
perience Grading and Rating Schedule. His plan is 
to keep a statistical record of insurance and of fire 
losses all over the United States; to determine from 
this record the fire loss ratio for the entire country; 
then, by means of analysis by states, to determine 
such loss ratios for each state and thereby bring about 
equity between localities; then, by further analysis, 
with reference to the multitude of conditions influenc- 
ing fire hazards in given risks, to obtain a statistical 
measure of the charges and credits which are made in 
present-day schedules on the basis of underwriters’ 
judgment. The Experience Grading and Rating 
Schedule has not yet been put to practical test, but 
represents a highly praiseworthy attempt at further 
refinement of methods now in use. Since we have 
seen the development within a short period of a dec- 
ade of acturial basis for workmen’s compensation in- 
surance rates, it seems quite within the realm of pos- 
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sibility that we may some day be able to place fire in- 
surance rates on a like basis. 

9. Underwriting in fire insurance—Even more 
important than the use of statistical experience in rat- 
ing is perhaps its application in that subdivision of 
the insurance business which in Chapter I was called 
the underwriting function or the distribution of losses. 
This function is fundamental; if at any time a serious 
discrepancy arises between the premium income of 
an insurance carrier and the loss payments that are 
to be made from this income, it becomes insolvent 
and the purpose of the whole arrangement, the distri- 
bution of uncertain losses of individuals, is not at- 
tained. It is important, therefore, to know how the 
insurance carrier brings about such a distribution of 
its obligations that it can always maintain a stable re- 
ijationship between premium receipts and loss pay- 
ments. Adequate rates being assumed, the problem 
is one of so distributing its liabilities that the company 
will not be called upon to pay, in a given time, an 
amount widely varying from the loss ratio upon which 
the premium income is based. The disastrous, sweep- 
ing fires that sometimes occur in congested districts 
of our large cities, emphasize this point. If the com- 
pany’s income makes it possible to pay losses on the 
average of 25 cents for every hundred dollars of in- 
surance carried, the selection of a large share of its 
risks in a given district subject to sweeping fires 
would, on the occurrence of a serious fire, send the 
loss ratio to a figure far in excess of the 25 cents 
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which the company had available. In such a locality, 
the company must clearly limit the amount of prop- 
erty which it will insure. 

10. Use of fire maps.—The mechanical device by 
which the company keeps in touch with the amount 
of insurance carried in various localities is known as 
the fire map. These maps are constructed by engi- 
neering organizations and describe very completely, 
by use of symbols, the various properties in a given 
locality and all the details of construction and of fire 
protection or prevention which are of importance in 
fixing rates and in assuming insurance liability. A 
given page of an ordinary fire map will show three or 
four or possibly half a dozen blocks in a congested 
district. Various symbols on the map indicate the 
nature of the construction of buildings, location of 
windows, floor openings, number of stories of build- 
ing, location of fire hydrants and all such matters 
which may be of importance in choosing the risks. 
All buildings, streets and the like on the map are 
drawn exactly to scale and the engineering concern 
which makes the map keeps them revised at all times, 
noting any changes that take place in construction or 
repair of buildings and forwarding to their clients, 
the insurance companies, revised portions of the map 
where changes have been made. The underwriter 
transfers to his map his record of insurance carried 
on various properties so that a glance at the map will 
tell him almost immediately the total amount of his 
company’s liability in a given locality. By compar- 
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ing the company’s premium and loss experience from 
period to period, and particularly from year to year 
for various small localities represented by these maps, 
the underwriter is enabled to determine very closely 
whether he assumes too large a liability in given areas. 

11. Limiting liability assumed.—The extent of the 
liability which a given underwriter can assume in a 
locality varies wth the size of the company and, of 
course, with the conservatism of its management. A 
company which has a premium income of one million 
dollars per year can naturally assume a greater li- 
ability in a given district than would be possible for a 
company having a premium income of but a few 
thousand of dollars. The question as to how much 
hability a company of given size can assume in a par- 
ticular locality is one that has never been reduced to 
rule. The experience of many companies in loss 
payments and the scaling down of loss payments be- 
cause of insolvency in the case of large conflagrations 
indicate a wide variation in judgment as to the 
proper amount of risk to carry in congested business 
districts. 

The problem of distribution of risk is thus largely 
a matter of dodging the conflagration hazard. While 
the companies limit the amount of insurance they wil] 
carry in any given locality, this may not be a solution 
of the problem so far as the property owners in such 
localites are concerned. If few companies operate 
in this territory and each one sets a very conservative 
limit, property owners may be unable to secure suffi- 
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cient insurance. This situation is met in many com- 
panies by accepting a larger liability than they wish 
to carry and then by transferring, thru the process 
known as reinsurance, a part of this liability to other 
companies operating in different localities. ‘There are 
some companies in the United States that specialize 
in this type of reinsurance business for other insur- 
ance carriers; but probably the larger share of the re- 
insurance business is done by foreign companies. 
Prior to the Great War, a greal deal of reinsurance 
business in the United States was handled by German 
companies. 

12. Kinds of fire insurance carriers —Four princi- 
pal types of fire insurance carriers conduct the fire 
insurance business in the United States today, 
namely, the stock companies, the mutuals, Lloyds as- 
sociations and inter-insurers. The stock companies, 
organized on a corporate basis, with a capital stock 
and surplus, and supposedly with the interest of the 
stockholders directed toward efficient management 
so that they can compete for business and still pay 
dividends, do most of the fire insurance business in 
large cities and, to a very large extent, carry the con- 
flagration fire hazard. 

There are several types of mutual companies op- 
erating in the United States. Local mutuals are gen- 
erally confined in their operations to a limited type 
of property and cover a small territory. They gen- 
erally have the advantage of small cost of operation 
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and low hazard property, since they do not operate 
in territory subject to conflagration hazard. A dis- 
advantage of the local mutuals is often found in the 
fact that they are not operated by experienced un- 
derwriters and may not properly appreciate the prob- 
lem of distribution of risks, so important to an in- 
surance carrier. One type of mutual fire insurance 
company has made a tremendous success, the factory 
or mil] mutuals which operate largely in New Eng- 
land. They were organized originally for the sake 
of reducing fire insurance premiums for a select 
group of property owners, factory operators, and be- 
gan business with the excellent idea that they would 
prevent every possible fire loss and pay insurance for 
the few losses that could not’be prevented. ‘They 
have had a most successful career and have attained 
a high standard in the work of fire prevention. 
Such has ‘become their reputation and such the care 
with which they select their policyholders that it is 
said some mill owners have tried for years before be- 
ing able to obtain membership in a factory mutual 
company. 

Lloyds associations take their name from the fa- 
mous Lloyds of London, but the resemblance often 
stops at this point. They constitute a rather free 
association of individuals for the sake of assuming 
fire risk. If their personnel is composed of men of 
reputation and’ sound business integrity, they may 


be thoroly safe and a few such associations have had 
xXIX—20. 
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a long and successful career. They are confined in 
their operations today very largely to New York 
City. 

Inter-insurers, or reciprocal underwriters as they 
are otherwise called, are the association of a group of 
individuals for insuring one another. The work is 
usually conducted by one person who is appointed 
attorney and who transacts business for the under- 
writers. He is paid a certain percentage of the busi- 
ness written and out of this the expenses are paid. 
One field in which inter-insurance seems to have op- 
erated successfully is in the insurance or department 
stores. These stores are usually located in the most 
congested districts of large cities and probably find 
it difficult to obtain from other organizations a suffi- 
cient amount of insurance. 

13. Companies, agents and brokers.—An insurance 
earrier which operates over a wide territory must get 
business in various localities thruout the United 
States, for the purpose of distributing its risks. 
Stock companies in particular have organized agency 
departments to solicit their business over wide areas 
including many states, sometimes the entire United 
States. In very large companies, the business is of- 
ten divided into districts and a general agent or 
manager placed in charge of each district. When 
this is done the general agent becomes, in effect, the 
company, as far as his district is concerned. He has 
in his possession fire insurance policies which become 
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effective upon receiving his counter-signature. In 
those localities in which a general agent or man- 
ager is not located, the business is written thru local 
agents. 

A given local agent is not, as in the life insurance 
business, a representative of a single company, but 
may at the same time write policies for any one of 
a large number of insurance companies. This de- 
velopment of the business has been due to the fact 
that the local agent, in practical effect (his legal 
status is not being considered here) is the agent of 
the property owner. In fact he obtains a chentele 
made up of the property owners who place in his 
hands the business of obtaining and managing their 
fire insurance. It often occurs that a given property 
owner wishes to have his insurance placed in a par- 
ticular company and the agent, in order to satisfy 
the wishes of his client, must be able to place this 
policy with any one of various companies. 

In a few localities, particularly in New York City, 
there has arisen a class of fire insurance brokers who 
represent specifically the interest of the insured. In 
one respect their function is much the same as that of 
local agents, that is, they control the insurance on 
the property of their clients. So far as his legal 
status is concerned, the broker differs decidedly from 
the local agent. He does not have in his possession 
policies of insurance and he must go to the agent in 
order to obtain these. His existence as an element 
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in the insurance writing business is based entirely on 
his control over the insurance of given property. 


REVIEW 


State the essential tests of a fire insurance rating. 

What is a minimum fire insurance rate? A specific rate? 

Discuss the advantages of each. 

Describe a rating schedule and its advantages. 

Discuss the Universal Mercantile schedule. 

Explain the methods followed in construction of (a) the Dean 
Analytic Schedule; (b) the Experience Grading and Rating 
Schedule. 

Name the principal types of fire insurance carriers. 

State the considerations which enter into the making of insur- 
ance rates, in particular, minimum rates and specific rates. 


CHAPTER XIX 
MARINE INSURANCE 


1. The marine risk.—Overseas trade is an impor- 
tant factor in the prosperity of any modern commer- 
cial nation. Every article that enters into foreign 
commerce, however, and all the physical equipment 
necessary for pursuing it are constantly exposed dur- 
ing the ship’s voyage to the perils of navigation. A 
detailed enumeration of these uncertainties would be 
a long list. In the early days of international trade 
they included, in addition to the physical or natural 
perils of navigation, possibilities of capture by pirates 
and sea rovers as well as destruction or loss incident 
to war between nations. The feeling that in mod- 
ern times these perils had been reduced to the dan- 
gers incident to peace-time navigation, based on phys- 
ical or natural causes, was rudely shaken during the 
Great War. The uncertainties of marine transpor- 
tation during recent years must have paralleled those 
which faced the trading companies that traveled the 
high seas in the early days of international com- 
merce. , 

As distinguished from others which have been con- 
sidered in this volume the marine risk is little subject 


to control. In common with other economic risks, 
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it involves a moral as well as a physical hazard. The 
former, of course, is subject to control within certain 
limits, particularly in connection with a marine insur- 
ance contract, since it is generally here that moral 
hazard manifests itself. 

As in similar situations, control is exercised mainly 
thru careful formulation of the policy contract, and 
_thru a close scrutiny of the business integrity and 
reputation of those insured. Control of the inherent 
and non-personal elements in the marine risk prob- 
ably lies solely in better ship construction. There is 
little question of the better seagoing qualites of mod- 
ern vessels than of those of several generations ago 
and it is at least a possibility that improvement in 
this direction will continue in the future. It must 
be apparent, however, that conservation, in the sense 
in which the term has been used in connection with 
life and accident risks or fire risks, will never be an 
important factor in dealing with the uncertainties of 
marine transportation. This being true, the method 
of insurance must be considered as the essential means 
of dealing with these uncertainties. 

2. Perils insured against.—Marine insurance con- 
tracts used in ocean going trade usually enumerate 
the perils insured against in some such terms as the 
following: 


Touching the adventures and perils which we, the said 
assurers, are contented to bear and take upon us, they are 
of the seas, men of war, fire, enemies, pirates, rovers, thieves, 
jettisons, letters of mart or countermart, surprisals, takings 
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at sea, arrests, restraints, and detainments of all Kings, 
princes and people of what nation, condition, or quality 
soever, barratry of the master and mariners, explosions, 
riots—and of all other perils, losses and misfortune, that 
have or shall come to the hurt, detriment, or damage of the 
said ship, etc., or any part thereof. 


The quaint wording .of this coverage, which seems 
more fitting to the fifteenth century than to the pres- 
ent, has been preserved because it has been subjected 
to repeated interpretation by courts of law and its 
meaning is now considered to be definite. 

It would seem from its phraseology, particularly 
from the latter part, which specifies that all other 
perils, losses and misfortune shall be covered, that 
the marine insurance contract gives protection 
against every conceivable loss due to the perils of 
navigation. ‘This, however, is not true, since the 
policy does not cover losses which are incidental to 
navigation. Losses due to wear and tear, to de- 
preciation, to inherent defect or to natural deterio- 
ration are not covered; the policy, in other words, 
covers only those losses which are fortuitous or ac- 
cidental in character. At that, the risk covered by 
the marine insurance policy is of a manifold and far 
more complicated character than that of other types 
of insurance. Perils of the sea include damage to 
vessels or cargo occasioned thru foundering, ground- 
ing, stranding, collision, or straining of the vessel in 
heavy weather. Fire losses are covered if result- 
ing from a condition arising after the insurance com- 
pany’s liability attaches. Damage to goods from 
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fire occasioned by a defective condition existing prior 
to shipment will not be covered by the policy, tho 
when the fire extends to other goods or to the vessel 
in no way connected with this cause or where, in an 
effort to extinguish the fire, regardless of cause, 
water or other damage occurs, the company is liable. 
Jettison constitutes “the throwing overboard of a part 
of the cargo or any article on board the ship, or the 
cutting and casting away of masts, bars, rigging, 
sails or other furniture for the purpose of lghten- 
ing or relieving the ship in case of emergency.” 

Barratry of the master and mariner involves wil- 
ful and criminal conduct of those on board the vessel, 
resulting in injury to the owner of ship or cargo, 
such as scuttling, burning or wrecking the vessel, its 
fraudulent diversion from its course with a view to 
selling it, or its use in smuggling, illegal trade or in 
the violation of a blockade. The clause as here 
quoted covers perils incident to war. Following the 
outbreak of the Kuropean war in 1914, these perils 
became so unusual that many insurance carriers re- 
phrased the perils coverage clause to exclude the war 
risk, or excluded it by indorsement on the policy, re- 
quiring thereafter a separate agreement in order to 
cover it. The war risk offers one of the most ex- 
treme examples of the fluctuating character of the 
marine perils, rates for war risk coverage during the 
war fluctuating daily and sometimes hourly, with the 
changing character of the news with reference to the 
submarine menace. 
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3. Persons and property insured.—The persons 
who may be insured against a marine peril include 
owners of vessels, charterers, shippers, consignees, 
and creditors. Vessel owners need protection 
against the loss of or damage to their vessels, and 
against loss of freight charges that have not been 
collected in advance. Charterers, or those who hire 
vessels from owners for the purpose of operating 
them for a profit, may suffer the loss of their earn- 
ings from operation as a result of marine perils and 
need the protection of insurance against this possi- 
ble loss; or, in some cases, where a chartered vessel 
is lost or is laid up for repairs, the charter hire 
ceases, and then the vessel owner suffers a loss which 
in turn is insurable. Shippers or consignees may lose 
the value of their cargoes, or the freight charges on 
lost or damaged goods where they have contracted 
that “freight prepaid will not be returned, goods 
lost are not lost.” A large proportion of the goods 
and merchandise entering into foreign trade is 
handled by means of funds borrowed from banks 
and the creditors’ interest in each such case must be 
protected by marine insurance. 

4. Hull insurance-—The property insured under 
a marine insurance policy falls into three classes, 
hull, freight and cargo. Hull policies vary some- 
what in their terms according as they refer to light- 
erage, fishing, builder’s risk, lake vessels, ocean- 
going ships and other classifications. Of more im- 
portance in this connection is the classification of 
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hull policies as single vessel risks or fleet insurance. 
The latter will cover a group of vessels under com- 
mon ownership or common operation. Single vessel 
insurance is simpler than fleet insurance because it 
is relatively easy to make rates based upon the merits 
of a given ship; whereas a fleet of vessels will con- 
tain the new and the old, the good and the bad, and 
the underwriter must take the whole or none and 
must quote a uniform rate for all. 

There are three implied warranties at the basis of 
every marine insurance contract, first that the vessel 
must be seaworthy in all respects. This means that 
the hull and equipment must be in proper condition 
for prosecuting a sea voyage, that it must be properly 
equipped with supplies and provisions; and that it 
must have an efficient and sufficient crew. The two 
remaining warranties presume that the venture is a 
legal one and that the vessel will proceed upon its 
voyage without undue delay or deviation from the 
usual route or usages of trade. 

5. Freight insurance—Freight, as a subject of 
surance, represents the hire received by the owner 
who lets his ship to another for operation, or the pay- 
ment made by a cargo owner for the carrying of 
cargo. In marine insurance the term is analogous 
-to the expression freight rates or freight earnings and 
does not represent cargo or goods as is often the case 
in inland transportation. The agreement between 
the vessel owner and another to whom the vessel is let 
for operation is called the charter party, and this 
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agreement specifies the conditions under which the 
payment of charter money is to be made. The char- 
ter party usually stipulates that the payment of char- 
ter money will cease when the vessel is lost or while 
it is disabled. If this occurs the owner suffers a 
loss of freight and may insure against such an event. 
If the charter party requires the payment of charter 
money regardless of the disabled condition of the 
vessel, the charterer may insure against this loss. 

Bill of lading freight represents the payment by 
the cargo owner of money to the vessel owner or 
charterer for the service of carrying cargo. If this 
freight be paid in advance and if, thru marine perils, 
the cargo be not delivered in sound condition at its 
destination, the cargo owner may suffer the loss or 
the vessel owner or charterer may lose when freight 
is payable only upon delivery of the cargo in sound 
condition at destination, and when delivery fails thru 
the occurrence of some event insured against. 

6. Cargo insurance.—Cargo insurance is the most 
important of all, both from the viewpoint of number 
of policies issued and of volume of premiums ob- 
tained. Cargo policies may be issued to cover given 
shipments, but the more usual method used today by 
large importers or exporters involves the use of open 
cargo policies or blanket policies. The open cargo 
policy may run for a definite or indefinite term, it 
usually applies to given geographical limits, and gen- 
erally places a limit of liability on any one shipment. 
During the term of the policy the insured is required 
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to declare all shipments as they occur or as they come 
to his knowledge, this procedure fixing the company’s 
liability on a given shipment and the premium ob- 
ligation of the shipper in accordance with the terms 
of the policy. The open cargo policy greatly facil- 
itates international trade, inasmuch as it is unneces- 
sary for the shipper to obtain a separate policy prior 
to each shipment. In many instances today the 
shipper is uninformed as to the exact date of ship- 
ment until long after it has occurred and in some 
cases may not have this information until the goods 
have arrived at their destination. 

The disadvantage of the open cargo policy les in 
the facility it offers for the insured to omit to declare 
shipments. Where the declaration may be delayed 
until the goods have finally arrived, there is great 
temptation to declare only those shipments on which 
losses have occurred, or at least not to declare all 
shipments, and thereby to deprive the insurance car- 
rier of premium income. The blanket policy differs 
from the open cargo policy principally with reference 
to premium payments. Here the premium is paid in 
advance for an estimated amount of shipments and an 
adjustment is made at the termination of the policy 
when the exact quantity is determined. The ad- 
vantage claimed for the blanket policy is that it as- 
sures premiums for the full amount at risk. 

7. Builders’ risk and protection and indemnity in- 
surance.—Another form of policy is the builders’ risk 
policy which aims to protect the dealer during the 
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course of construction of the vessel. Under this 
policy separate insurance may be taken, one period 
lasting up to the time of launching and the second 
period, after launching but before delivery. 

The premium is based on the maximum liability 
of the insurer in case of the total loss of the vessel 
before time of delivery. If a longer time is taken in 
construction than anticipated the policy is renewed 
and if the vessel is completed in advance of the time 
limit the policy is cancelled and a part of the premi- 
um returned. The policy covers all the risks of the 
ordinary marine policy, fire, loss, and the dangers 
attendant upon launching. 

After launching, the policy covers the hazard of 
trial trips, collisions, explosions, breakage and other 
defects. 

Such policies often contain a “protection and in- 
demnity clause’ which is designed to cover the in- 
sured’s liability for damage done the persons and 
property of others. 

8. Issuing the contract.—Indefiniteness in an un- 
usual degree characterizes marine insurance. It is 
usually neither possible nor desirable to inspect every 
vessel at the time of issuing a new policy; the results 
of old surveys must be accepted or supplemented by . 
information currently published and in the hands of 
all underwriters. ‘The requirements of modern com- 
merce have decreed that cargo insurance be issued in 
many, if not the majority of cases, without complete 
knowledge of the condition of the cargo at the mo- 
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ment of shipment and often without knowledge as to 
the precise time of shipment. This situation points 
to the existence of a potential moral hazard that may 
have serious consequences unless carefully guarded 
against. Certain legal considerations must therefore 
be given full weight in the interpretation of the ma- 
rine insurance contract. As a matter of law, the re- 
quirements of an insurable interest is fundamental, 
tho even here some flexibility of the contract to meet 
the conditions and practices of foreign commerce is 
to be observed. The so-called P. P. I. policies 
(policy proof of interest) are issued where the in- 
surable interest, tho real, may be difficult or impos- 
sible to support thru documentary evidence. A sec- 
ond factor necessary to give legal sanction to the 
policy is good faith on the part of the insured. He 
must communicate to the company all material facts 
in his possession which he feels would be of impor- 
tance to the carrier in accepting or declining the risk 
or in fixing the rate of premium. 

9. Term of the insurance contract.—Marine insur- 
ance policies are of two kinds, voyage and time pol- 
icies. ‘The former cover the risk during a specified 
voyage while the latter cover for a given period of 
time. In England, the policies may not be issued 
for a term greater than one year, but in the United 
States no such limitation exists. 

Cargo policies, being voyage policies, the time of 
attachment of the insurance is usually stated in the 
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following words: “From and immediately following 
the loading thereof on board of the said vessel, as 
aforesaid, and so shall continue and endure until the 
said goods and merchandises shall be safely landed as 
aforesaid.” 'The points in the interpretation of this 
clause involves the question when cargo is on board 
and when it is safely landed, the question of lighter- 
age being particularly important. In many ports 
nowadays, the lighterage risk is covered by separate 
policies. This clause, as stated, defines precisely the 
period of attachment of the insurance under specific 
cargo policies; where a floating or open cargo policy 
has been issued, it covers all shipments after the date 
indicated. ‘The term of this coverage is extremely 
narrow being the time while the goods are on board 
the vessel, and it is not unusual to find that the ship- 
per wishes to have the time extended. Probably the 
most usual form in which this extension is allowed is 
thru use of the warehouse to warehouse clause, tho in 
some cases policies extend even beyond these limits. 

Hull policies may be either time or voyage cov- 
erage. Single vessel policies written on a time basis 
attach from the day and hour named in the policy 
and terminate likewise on a given day and hour. ALI 
single vessel time policies, however, contain a clause 
providing that “should the vessel at the expiration of 
this policy be at sea, or in distress or at a port of ref- 
uge or of call, she shall, provided previous notice be 
given to the underwriters, be held covered at a pro 
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rata monthly premium to her port of destination.” 
In the case of fleet policies, the insurance attaches on 
all vessels of the fleet at the same date. 

The words “from” or “at and from” are used in de- 
fining the time of coverage on marine policies, 
whether on cargo or on hull. They have no especial 
significance so far as cargo insurance is concerned, 
since, as stated before, the insurance attaches when 
the goods are on board. On voyage risks on hulls, 
however, insurance which attaches “from a port” cov- 
ers from the time when the vessel begins the voyage. 
When the policy covers “at and from a port’’.its in- 
terpretation is more difficult. So far as the words are 
concerned, the policy seems to cover for the time 
while at port; this is not necessarily true in every in- 
stance since the coverage must in some way be re- 
lated to the voyage insured and it is probably safest 
to assume that the policy attaches from the time the 
vessel begins to load. The voyage policy on hulls 
terminates usually twenty-four hours after safe ar- 
rival at the port of destination. 

10. Amount of inswrance-—Marine insurance dif- 
fers from all other kinds of insurance with reference 
to the methods of valuing the subject-matter insured. 
Almost all marine insurance policies are written on 
the basis of a valuation agreed upon at the time the 
contract is issued and a settlement of losses is based 
upon this predetermined value. The valued policy 
laws of various states with reference to fire insurance 
have been subjected to severe criticism on the ground 
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that the fixing of a predetermined value which must 
be paid in case of total loss is a direct violation of the 
principle of indemnity. In marine insurance the val- 
ued policy is defended on the ground that insurable 
values in this field are fluctuating widely at all times 
and that the determination of precise values when ad- 
justing losses would be a difficult and tedious matter, 
irritating both to the insured and to the company. 
Furthermore, it is held that the customs and practices 
of foreign trade make necessary a simpler and easier 
means of adjusting losses; and even tho perfect ac- 
curacy may not be obtained in any given valuation, 
yet in the long run insured values will approximate 
the market value. It is assumed that the basic pre- 
sumptions upon which the insurance contract is issued 
will be sufficient protection against moral hazard. 
Single risk policies on cargo’usually state the val- 
uation of insurance in some such words as the follow- 
ing: “Valued at sum insured” or “valued at $—.” 
Open cargo policies usually contain a clause stating 
that the goods or merchandise are valued at invoice 
cost, plus 10 per cent, plus prepaid or guaranteed 
freight; or the policy may state a fixed value per unit 
of goods which has been agreed upon between in- 
sured and insurer. Hull policies usually specify given 
amounts at which the hull, tackle, machinery, or 
other such subdivisions of the vessel are valued. By 
thus stating separate valuations of various items cov- 
ered by the hull policy, it is possible for the insured 


to obtain an indemnity for smaller losses, since the 
xIx—21 
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limitations upon losses discussed hereafter will in this 
case be applied to each separate subdivision valued 
rather than to the entire risk. 

When open or unvalued policies are issued, the pro- 
visions of the Marine Insurance Act (1906) of Great 
Britain offer a good illustration of the methods in 
vogue for determining the value of insured prop- 
erty. According to this law, the insurable value in 
a hull policy shall be the value at the start of the 
risk, including ship, machinery, boilers, provisions, 
stores, wages advanced to the crew and the charges 
for insurance; the insurable value of freight shall be 
the gross amount of freight at risk plus insurance 
charges; and the corresponding value of the cargo 
shall be prime cost, plus any expenses of or incidental 
to shipping, plus the insurance premium. It is to be 
presumed that similar principles will be utilized by 
marine underwriters in agreeing to valuations 
under valued policies; or that, where there is any evi- 
dence of a violation of these principles, a careful 
underwriter will decline the risk to avoid potential 
moral hazard. : 

11. Losses covered.—The losses resulting from 
the marine perils insured against may be considered 
under the three heads, total loss, partial losses, and. 
expenditures or liability losses. A total loss for 
which the insurer is responsible may be either actual 
or constructive. In the former case, the subject- 
matter insured is either totally destroyed or so badly 
damaged as to be commercially worthless. A con- 
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structive total loss occurs where the property insured 
“tho existing in specie is justifiably abandoned on ac- 
count of its destruction being highly probable, or be- 
cause it cannot be saved from actual total loss unless 
at a cost greater than its value would be if such ex- 
penditure were incurred.” * An actual total loss for 
both ship and cargo occurs, of course, when the entire 
ship sinks with everything on board; but it is not nec- 
essary that the entire interest insured be lost in order 
to bring about actual total loss. For instance, com- 
plete destruction by fire of one bale of cotton would 
be an actual total loss of a part of the cargo. A con- 
structive total loss is incurred where a_ ship is 
stranded or founders or runs upon the rocks and 
where the cost of righting it and placing it again in 
seaworthy condition is greater than the value of the 
ship so regained. 

Partial losses may be general average or particular 
average losses. A general average loss results from 
the voluntary sacrifice of property in a marine ven- 
ture or from an extraordinary expenditure made to 
avert an impending peril. The sacrifice of property 
or the expenditure must have been made for the com- 
mon safety of all interests involved in the venture. 
General average losses are entirely independent of 
any question of insurance and are apportioned on a 
pro rata basis among the various interests involved 
in the venture. In-case property so sacrificed has 


1Templeman: Marine Insurance, Its Principles and. Practice, page 
No. 45. 
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been insured, the underwriter pays the loss to the 
owner of the property sacrificed and in turn is enabled 
to collect pro rata amounts from other interests in- 
volved. If these interests are insured, their respec- 
tive underwriters in turn pay their pro rata amounts; 
otherwise the various interests are themselves liable. 

Particular average losses are partial losses arising 
from marine perils, not involving voluntary sacrifice 
and therefore falling upon the owners of the property 
damaged or lost. 

The liability of the marine underwriter for losses 
under the third group named above, expenditure and 
liability losses, covers salvage charges and payments 
under the “sue and labor” clause and under the col- 
lision clause. Salvage charges, in common with gen- 
eral average losses, are entirely independent of ma- 
rine insurance; they represent compensation allowed 
under maritime law to persons who render volun- 
tary assistance to a marine venture in order to save 
it from loss in case of wreck, capture or other ma- 
rine disaster. If a vessel were-disabled in a collision 
and its master accepted the services of another vessel 
in towing it to port, the vessel rendering this assis- 
tance would be entitled to salvage charges. These 
charges are distributed pro rata among all interests 
involved in the marine venture in the same manner as 
general average losses and the liability of underwrit- 
ers on any interest insured is determined in the same 
way. 
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The “sue and labor” clause is found in all marine 
insurance contracts today and requires that 


“in case of any loss or misfortune, it shall be lawful for 
the assured, their factors, servants and assigns, to sue, 
labor and travel for, in, and about defense, safeguard and 
recovery of the said ship, etc., or any part thereof, without 
prejudice to this insurance to the charges whereof the as- 
surer will contribute according to the rate and quantity 
of the sum herein assured.” 


The purpose of the clause is to encourage and re- 
quire the insured to do all in his power to rénder the 
loss a minimum. 

Under the ordinary terms of a marine insurance 
contract, damages occurring to an insured vessel as 
a result of collision are covered; but collision may re- 
sult likewise in damage to the other vessel or personal 
injury or loss of life, and if the collision has resulted 
from the negligence of the owner or representative of 
the first vessel, this owner may under the law be sub- 
jected to liability for the payment of property dam- 
age losses on the second vessel, or for personal injury 
or loss of life. The underwriter insuring the vessel, ° 
the owner of which is thus found to be negligent, is 
not required by the terms of his contract to pay this 
liability claim. But such a claim may represent an 
important and dangerous uncertainty to the vessel 
owner and the underwriter has therefore been called 
upon specifically to assume the risk. The collision 
class assumes, not the entire liability risk, but the li- 
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ability only for property damage. In some cases 
these losses are covered in full by the insurer; in other 
cases the insurance covers only a stated proportion 
and the owner must carry the remainder himself or 
find other means of transferring it. The lability 
for personal injury or for loss of life is not assumed 
by the collision clause, but this type of hazard is cov- 
ered under protection and indemnity insurance. 
Marine insurance, as defined in the Congressional Act 
of March 4, 1922, expressly includes this type of loss. 

12. Limitations on loss coverage.—Not all marine 
insurance policies cover all the types of loss enumer- 
ated above. Some policies cover total loss only, 
others total losses and general average losses. 'The 
usual limitations are those with reference to particular 
average. One of the most usual of these, found in 
cargo policies, is known as the memorandum clause, 
This clause lists a considerable number of articles, 
sometimes a very large number, for which the under- 
writer limits his hability for particular average losses. 
Thus, the clause may state that certain items of cargo 
are warranted free from average unless general; other 
articles are warranted free from average under 10 
per cent unless general. Under this clause the un- 
derwriter assumes no liability for the payment of par- 
ticular average losses until they have equalled the 
required per cent; when this amount has been 
reached, the underwriter is liable for the entire loss 
sustained. ‘The main purpose of the memorandum 
clause is to avoid disagreement as to small losses 
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where questions may arise as to the cause of the loss; 
it is used particularly in connection with commodities 
naturally subject to deterioration thru dampness, 
sweating, or atmospheric conditions and where the 
losses therefrom may result from causes other than 
the perils insured against. i 

To insure against total losses and general average 
claims only or, thru the use of the memorandum 
clause, to limit the underwriter’s liability on particu- 
lar average losses involves leaving the cargo owner 
unprotected against many partial losses which may 
result from stranding, sinking, burning and collision, 
the most important marine perils. Under the F. P. 
A. clause (free particular average) the underwriter 
assumes liability for these losses. The American 
form of this clause is commonly worded “free of par- 
ticular average unless caused by stranding, sinking, 
burning or collision with another vessel.” 

Average clauses are also used in connection with 
hull policies. They may be either of the minimum 
franchise form or the deductible average form. With 
the former, no partial loss is paid until the percentage 
stated in the clause has been reached; if this amount 
is reached the underwriter becomes liable for the en- 
tire loss. In the deductible average form the insured 
is liable in all cases for partial losses up to the mini- 
mum percentage; losses in excess of this percentage 
are assumed by the insurer. 

A frequent limitation on loss coverage incorporated 
in marine policies during the war was the war risk 
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clause. This clause exempted the underwriter from 
claims arising thru war activities, which claims with- 
out the exemption would be covered by the perils 
clause of the policy. Insurance companies which 
were willing to write war risk insurance did so by the 
indorsement of a special agreement to this effect. 
The varying nature of the war risk and its unusual 
magnitude during these years, as compared with ordi- 
nary marine perils, necessitated this separate consid- 
eration of the risks and an adjustment of the pre- 
mium charged thereto. 

13. Measure of indemnity for losses sustained.— 
The liability of the insurer for losses covered by the 
policy is measured by the relationship which the in- 
surance carried under a given policy bears, in the 
case of an unvalued policy, to the full insurable value, 
or, in the case of a valued policy, to the full value 
fixed in the policy. If, to illustrate, a loss of $2,000 
has been determined on insured cargo valued at $10,- 
000 and if the policy carries insurance for $8,000, this 
loss will be paid by the underwriter in the proportion 
of eight to ten, or the underwriter’s lability will be 
$1,600. If on the other hand, this property were in- 
sured under a valued policy, which is the more usual 
case, and the full value of the cargo had been fixed 
at $8,000, insurance also being for $8,000, the loss 
would be paid in full by the underwriter despite the 
fact that the true value of the cargo was $10,000. In 
other words, the principle of co-insurance is applied 
in marine underwriting and the insured becomes co- 
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insurer for any part of the total valuation uncovered 
by insurance. The total valuation, however, in the 
valued policy, is the valuation fixed in the contract, 
even tho this may differ from the market value of the 
goods. 

Many cases occur in which more than one under- 
writer has insured a given risk. Where there is no 
over-insurance, or double insurance, as it is usually 
called, this situation offers no difficulty in the applica- 
tion of the principle stated above. Where double 
insurance exists, that is, where there is more insurance 
than sufficient to cover the valuation of the property 
insured, the practice under English law is that the in- 
sured may claim indemnity from any insurer accord- 
ing to his choice, subject to the rule that there shall be 
no payment in excess of the amount of the loss. The 
insurer or insurers who thus pay the loss have the 
right to seek a pro rata contribution from the other 
underwriters on the risk. A different method of 
dealing with double insurance is used in the United 
States. Here the liability of the company is de- 
pendent on the date of the contract. If a property 
valued for insurance purposes at $10,000 is insured 
in two companies for $6,000 each, the policy with the 
earlier date will contribute in its full amount toward 
the payment of the loss, the contribution of the second 
policy being only sufficient in amount to make up 
insurance equal to the insurable value. Under both 
the American and the English method of dealing with 
double insurance, the underwriter is required to re- 
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turn to the insured a pro rata premium for the part 
of the insurance which was in excess. 

14. Marine insurance rating —The making of ma- 
rine insurance rates offers a wide contrast to rating 
in other fields. The perils insured against are so 
many and the risks are so complicated in character 
that rates are not placed on an actuarial basis. Not 
only has there been no effort to give them a complete 
statistical basis as in life insurance or in workmen’s 
compensation insurance, but they have not even been 
checked by schedules as in fire and compensation in- 
surance. Marine insurance rating is not, however, 
dependent entirely on guess-work, but is a product of 
expert and experienced underwriting judgment. 
Losses under marine policies include property, dam- 
aged or destroyed, expenditures incurred in saving 
or preserving property and liability imposed for neg- 
ligence. The possibility of insuring loss varies with 
the type of vessel, the class of commodity insured, the 
personal character of the insured, route of trade, 
season and trade customs. Whether it will ever be 
possible to reduce all of these variable factors to a 
measurable statistical basis may be an open question; 
to date the question has been decided in the negative 
by marine underwriters and the only basis for carry- 
ing on the business at present is the Jjudgment-made 
rate. Statistical experience, of course, is used by 
all large underwriters. An important subdivision of 
every large marine insurance company is its statisti- 
eal department in which premiums are compared with 
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losses; and the results of these comparisons are con- 
stantly available for the underwriter who quotes rates. 
Furthermore, there have been conferences between 
companies and comparisons of one another’s experi- 
ence and numerous marine underwriters associations 
have been created, some of them actually reeommend- 
ing rates. Nevertheless, rating is still largely an in- 
dividual matter and the success of a given insurance 
carrier is largely dependent on the ability of its un- 
derwriters to quote rates which will not be too low 
for safety and yet will be sufficiently low to obtain the * 
necessary volume of insurance. 

15. Marine insurance underwriting —But one 
phase of marine underwriting differs sufficiently 
from that of fire insurance to require separate treat- 
ment, namely, the insurance carrier organized to as- 
sume the risk. The predominant type of insurance 
carrier is the stock corporation, and many of these do 
both a fire and a marine business. Self insurance is 
also practiced to a limited extent by some ship-owning 
corporations which own large numbers of vessels; and 
there are also in existence mutual shipowners’ associa- 
tions, organized primarily to cover risks that cannot 
be transferred to the usual type of carrier. Govern- 
ment plans for carrying the war risk were organized 
during the Great War by eleven different nations. 
The necessity of furnishing all possible encourage- 
ment to ocean commerce during the war and the im- 
possibility of obtaining protection against war risk 
furnished the motive for these governmental insur- 
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ance plans. A Bureau of War Risk Insurance was 
established on September 2, 1914 in the United States 
Treasury Department. It furnished insurance on 
vessels, cargo and freight moving under the American 
flag and flags of friendly nations. It ceased writ- 
ing insurance on January 4, 1919, and its report of 
June 30, 1920 shows the amount of insurance written 
to be $2,067,291,933. Premiums received by the gov- 
ernment exceeded forty six millions of dollars and 
losses were paid to the amount of approximately 
twenty nine millions of dollars. 

A characteristic type of insurance carrier by which 
marine insurance is known the world over is Lloyds 
of London. Lloyds, as such, is not an insurance car- 
rier but an insurance exchange with about four hun- 
dred underwriters as members, each of whom assumes 
insurance liabilities in his individual capacity. The 
pecuharity of the Lloyds organization as a marine 
insurance institution is that these underwriters, whose 
hability is individual and not joint, nevertheless fur- 
nish one of the strongest insurance institutions in the 
world. Each underwriting member makes a deposit 
to guarantee the fulfilment of his contracts. 


REVIEW 


Enumerate the losses covered by a marine insurance contract 
and those exempt from it. 

Define barratry. 

Name the classes of persons who may be insured against 
marine disaster and the divisions of property which a marine in- 
surance contract includes. 

What are the implied warranties in every contract? 
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Define (a) freight and (b) charter party, as insurance terms. 

Describe the issue of cargo policies and the disadvantage of 
the open cargo policy. 

Name and define the various types of marine insurance poli- 
cies. 

Distinguish between actual and constructive total loss and gen- 
eral and particular partial loss. 

What is the “sue and labor” clause in a marine insurance 
contract? 

Discuss the various clauses to limit loss coverage usually 
found in marine insurance policies. 

Contrast marine insurance rating with that in other fields. 


CHAPTER XX 


THE FIELD OF RISK AND THE FUTURE 
OF INSURANCE 


1. The insurance field—In the broadest sense the 
insurance field is the field of risk, since fortuitous 
events of any sort may produce widely varying eco- 
nomic loss to individuals. The principles of insur- 
ance may be applied to level down these variations in 
loss occurrence and reduce them to a reasonable de- 
gree of constancy or stability. 

But insurance has not yet been applied to all eco- 
nomic risks; those which have been studied in this 
book represent, in point of premium volume, or in 
social significance, the more important fields where 
the principles of insurance have been used in dealing 
with the uncertainties in economic activity. Insur-_ 
ance has been developed, however, in several other 
fields which can not be considered here in detail, but 
which deserve enumeration. 


(a) Plate glass insurance covers accidental loss or dam- 
age by breakage of glass from certain causes not within 
the control of the insured. Indemnity under the plate glass 
policy usually takes the form, not of a settlement in cash, 
but of a replacement of the glass destroyed. 


(b) Burglary, theft and robbery insurance. At first, the 
316 
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burglary risk only was covered in these contracts, but in more 
recent developments they have covered other forms of theft 
as well. An important part of the business today deals with 
messenger robbery and pay-roll robbery. 

(c) Registered mail and parcel post insurance is sold by 
the United States Government today in connection with the 
operations of the Post Office Department. 

(d) Title insurance covers the owner or mortgagee of 
property against imperfections in title. The company 
makes a very careful investigation into the title of insured 
property and furnishes the insured with an abstract of title. 
The policy protects against defects of title not found in this 
investigation and against faulty interpretation. The losses 
in this kind of insurance are very small relative to the 
premium income, the premium charge being, in large part, a 
payment for the investigation of the title. Title insurance 
companies therefore perform the work of a title abstractor 
and, in addition, furnish a guarantee that any defect in title 
due to the faulty character of their work will be compensated 
for. 

(e) Credit insurance covers creditors against loss thru 
the insolvency of debtors. Each policy is drawn to meet the 
requirements of an individual case and furnishes coverage 
only for unusual or unexpected losses, a stated amount, rep- 
resenting the known or excepted losses, being always as- 
sumed by the insured before the company’s liability attaches. 
A fuller discussion of credit insurance will be found in the 
Modern Business Text on “Credit and Collections.” 

(f) Surety and Fidelity Bonding. Fidelity insurance 
covers loss thru the dishonesty of employes and corporate 
suretyship protects against loss thru failure to perform on 
contract. 

(g) Hail, windstorm and tornado insurance is written 
in considerable volume in certain sections of the United 
States subject to these hazards. The risk is carried largely 
by the fire and marine stock companies altho the state of 
North Dakota has for several years operated a system of 
state hail insurance. 
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The relative importance of the various kinds of 
insurance here enumerated and of other kinds dis- 
cussed in more detail in the earlier chapters of this 
Text is shown from the following figures of premium 
income during 1920. The figures are taken from 
the “Insurance Year Book” and, so far as is known, 
cover only the business of stock and mutual com- 
panies. There is one exception, since premiums for 
fire and marine insurance include those collected by 
Lloyds associations. 


Premium Income in 1921 for Various Kinds of Insurance 
(Data from Insurance Year Book, 1922 


KINDS OF INSURANCE PREMIUM INCOME 
Life $1,525,190,468 
Fire and marine 861,769,631 
Workmen’s compensation 143,190,899 
Liability 103,764,843 
Personal accident & health 100,667,596 
Automobile & teams property damage ~ 71,267,155 
Motor vehicle (by fire & marine companies) 59,810,824 
Surety .and fidelity 52,518,852 
Hail and tornado 28,599,762 
Burglary and theft 21,812,353 
Plate glass 16,496,977 
Title 7,906,830 
Riot, ete. 3,565,868 
Credit 3,542,714 
Live stock 1,383,172 
Flywheel 1,291,963 
Sprinkler 694,573 
Workmen’s collective : 253,825 


2. Future possibilities in insurance.—Of the vari- 
ous classes of risk discussed in Chapter I those to 
which the method of insurance, as ordinarily under- 
stood, have not been applied and which may therefore 
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be called uncovered risks are included within the 
classification, speculative business risks. Included in 
this classification are the uncertainties resulting from 
changes in price or from changes in demand. It is 
the peculiar province of the business man to deal with 
them and his success is often attributed to his ability 
to foresee these changes and take advantage of them 
for the benefit of his business. A familiar illustra- 
tion of a business concern which assumes a risk and 
receives a return to correspond is the banking syndi- 
cate which underwrites a new issue of bonds. The 
syndicate guarantees a certain price to the issuing cor- 
poration and then endeavors to sell the bonds to the 
public at a higher figure. If their estimate of the 
public demand for bonds has been correct, the bonds 
are floated with little effort and little expense to the 
syndicate and the members make a good profit; if 
on the other hand, they have failed to measure the 
demands of bond buyers correctly they may be com- 
pelled to sell at a loss or to hold the bonds for a con- 
siderable time, which may amount to the same thing. 

At one time many, if not most, businesses were 
called upon to assume these speculative risks in con- 
nection with their ordinary business operation. From 
such uncertainties business organizations will prob- 
ably never be entirely free, yet the tendency of mod- 
ern times is toward forms of specialization in which 
the risk function is assumed by one organization and 
other business operations by another. Thus, the 


manufacturer wishes more and more to confine his op- 
xIX—29 
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erations to the making of goods and to obtain his 
profit for this service. In a specific instance, the 
flour miller is interested in buying wheat and grind- 
ing it into flour which he can sell to the consuming 
public at a price which will represent the cost of the 
wheat, the expenses of his manufacturing operations, 
and a fair return for the use of his capital and his 
managing ability. 

The difficulty which the flour manufacturer en- 
counters, in common with those in many other kinds 
of business, is that he must quote a price for his prod- 
uct oftentimes long before the flour is made and even 
before the wheat is purchased. His price will be 
based upon some estimated price for the raw material. 
If wheat fluctuates in price in the meantime the man- 
ufacturer stands either to lose or to gain as a result, 
the net effect of which is to introduce into his business 
operations an element of speculation which he greatly 
desires to avoid. The demand of manufacturers for 
some means ‘of avoiding these speculative risks has 
brought about the organization in many fields of 
economic activity of a separate class of speculators 
whose function is the assumption of the risk of price 
change. The flour manufacturer of today may quote 
a price at which he will deliver flour six months in the 
future and may then buy from a grain speculator a 
contract for the delivery six months hence of the nec- 
essary quantity of wheat. He may be required to ad- 
vance a small sum of money immediately as a guar- 
anty for the fulfilment of his contract at its maturity 
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but he does not tie up for the entire six months’ pe- 
riod, capital equal to the amount of his purchase. 
The speculator who has sold this contract for the fu- 
ture delivery of wheat takes upon himself the risks of 
price change. His success is contingent entirely on 
the degree to which he anticipates price movements. 
In many cases he will lose and in others gain, but. the 
net result of his operations, if he is successful, will be 
a balance on the side of gain. This phase of the 
speculator’s operations is not generally recognized 
as insurance. While it is a special application of 
the insurance principle it just as surely contains all 
the elements essential to that principle as do the op- 
erations of a life or fire insurance company. 

Speculation has not by any means met all the spec- 
ulative risk to which business men are exposed and, 
in the ever-changing structure of business, develop- 
ments may, from time to time, be recognized, the fun- 
damental purpose of which is to avoid, or protect 
against, speculative risks: Combinations of smaller 
business units into larger concerns operating under 
unified control is largely for this purpose, altho there 
are many other explanations of combinations. The 
whole movement toward combination and monopolies 
is largely actuated by this desire to avoid risks. 

3. Motives in insurance development.—In the past, 
insurance systems have developed largely as the re- 
sult of the demand of the individuals who were sub- 
jected to uncertainty in the course of their business 
activity. Where such individuals were aware of their 
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risks and were in a position to pay the insurance pre- 
miums demanded for transferring it, methods of in- 
surance have been organized. Thus, fire insurance 
developed because of a demand by property owners 
for protection against fire loss; selling for future de- 
livery, a true method of insurance, began because 
various individuals engaged in the manufacture of or 
in commerce in grain sought a means of avoiding 
losses due to price changes. 

Certain developments in recent years, both in the 
United States and in other countries, seem to point to 
the possibility that the individual demand for insur- 
ance will, in some important fields, be replaced by a 
social demand. While the growth of insurance in- 
stitutions as the result of a demand on the part of 
individuals for protection has been truly phenomenal, 
only those who were in a position to make their de- 
mands effective have received insurance protection 
in this way; many other classes of individuals not in 
this favorable position have been exposed to economic 
losses and, as a result of bearing these losses unas- 
sisted, community welfare has been adversely 
affected. Those who emphasize these facts point to 
the development of workmen’s compensation in re- 
cent vears in the United States and for the past sev- 
eral decades in Europe as indicative of what can be 
accomplished by a community or national attempt to 
solve a risk problem by insurance. Similar methods 
of dealing with the health risk have been in operation 
in various European countries for many years and 
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the same has been done in a few cases with the unem- 
ployment risk. 

That the general problem of economic risk is be- 
ing more and more considered from a community, 
rather than from an individual standpoint, is evi- 
denced by the increasing emphasis placed today upon 
conservation or prevention of loss. The growth of 
the safety movement since the beginning of work- 
men’s compensation has already been noted. There 
is also an increasing tendency for all persons and or- 
ganizations interested in the fire risk to place greater 
and greater emphasis upon fire prevention. The in-' 
surance companies themselves have long been in the 
forefront of the fire-prevention movement and are 
gradually being rewarded by the acceptance on the 
part of the public of more and more rigid standards 
of safety with reference to fire. 

4. Growth of the service idea in insurance.—One 
other tendency in modern insurance development 
that deserves notice is the growth of the idea that in- 
surance involves service. Many years ago, when the 
factory mutual fire insurance companies were in the 
process of formation, factory owners were pleading 
with fire insurance companies to find some means of 
reducing fire losses. The stock companies were not 
interested at that time, rigidly maintaining their posi- 
tion that insurance was the distribution of losses and 
had no concern with the amount of these losses so 
long as the premium was properly adjusted. ‘The 
factory mutual fire insurance companies were or- 
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ganized with the idea of prevention first and insurance 
afterward and their success was so phenomenal that 
fire prevention is today an integral part of the work 
of any large stock fire insurance company. 

The growth of the service idea has manifested it- 
self more recently in connection with insurance sales- 
manship. To meet the charge that agency expenses 
represent an unnecessary and excessive element in the 
cost of insurance, solicitors of various kinds of insur- 
ance have undertaken to prove themselves worthy 
of their hire. In recent years, the National Associa- 
“tion of Life Underwriters has carried on a campaign 
the main purpose of which was to acquaint the public 
with the uses of life insurance without advertising 
the characteristics of any given company. Further- 
more, they have attempted to place before the solicit- 
ors of life insurance the idea that their economic 
justification lies in the assistance which they can fur- 
nish to prospective clients in fitting insurance to their 
economic needs. 

In one other field of insurance salesmanship this 
idea is also found. In some of the larger cities of the 
country there exist a great many insurance brokers. 
Legislation has in some cases been suggested as a 
means of reducing their number and the underwriters’ 
associations in various localities have attempted to 
control their activities. If the insurance broker con- 
fines his attention to the mere filling of forms and 
writing of policies of insurance his work has very little 
value; if, on the other hand, he is in a position to ad- 
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vise his clients with reference to all the technical de- 
tails of the insurance business, to furnish the proper 
coverage required, to see that the proper clauses are 
indorsed on the policy. and to protect the best inter- 
ests of both the insured and the company, he is then 
performing a service for which the insuring public 
is ready and willing to pay. This notion of service 
is exemplified in the better types of brokers’ offices 
found today. ‘The members of these firms are in- 
surance technicians in the best sense of the term and 
are supplying to the insured a service of great 1m- 
portance. 


REVIEW 


Name some forms of insurance which have been developed in 
fields other than those already discussed. 

To what classes of risks has insurance yet to be applied? 
Give an illustration. 

In your opinion will individual demand for insurance in some 
fields be replaced by social demand? 

Discuss the growth of the service idea in insurance. 


Note: Numerous questions of business practice and procedure are 
discussed in detail in the Modern Business Reports. The current list 
will show those which are especially related to this volume. Among 
them may be mentioned: 

22. The Best Life Insurance Plan for a Young Married Man. 

105. Use and Occupancy Insurance 
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covered & losses covered, 240; 


Description of property in, 241; 
Restrictions on property covered, 
242; Intention of contract, 242; 
Property insurable by special 
agreement, 243; Losses covered, 
244; Risks excluded, 246; Meas- 
ure of amount of fire loss, 247; 
Protection against indirect losses, 


249; Amount of the insurance, 
251; Over insurance, 252; Un- 
der insurance, 253; Term of in- 
Surance, 256; Short term of, 
257; Renewals, 257; Cancella- 
tions, 258; Loss settlements, 
259; Adjustment of losses, 261; 


Loss settlement and contribution, 
265; Contribution and problem 
of concurrent policies, 266 

Fire Losses, 

Table of, 220-221; Average an- 
nual, 221; United States and 
Europe compared, 221; Measure- 
ment of amount of, 247; Cover- 
age of, on vessels, 293 

Fire Maps, 

Uses of, 284 
Fire Patrols, 228 
Fire Prevention, 

Mode of controlling combustion haz- 
ard, 225; Controlling the expos- 
ure and conflagration, 227; Ag- 
ency of control, 228; Work of in- 
surance companies in, 228 

Fire Risk, 

Magnitude of, 220; Control of, 223 
Fly Wheel Insurance, 192 
Fraternal Insurance, 

Nature of, 138; Difference between 
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assessment companies and, 138; 
Contracts, 139; Insurance writ- 
ing methods, 139 
Freight, 
As defined in marine insurance, 
296 
Geological Survey, 
Methods to reduce fire loss, 229 


Government Life Insurance, 

Origin of, 141; Two examples of in 
United States, 141; War risk in- 
surance, 142; Soldiers’ and _ sail- 
ors’ insurance, 142; Educational 
effect of soldiers’ and sailors’ in- 
surance, 143 

Group Insurance, 

Nature and purpose of, 112; Unit 
of, 112; Mortality experience, 
114; Coverage of the group pol- 
icy, 114; Premiums under, 114; 
Advantages of, 115; Objections 
to, 116; Fraternal societies, 117 


Hail, Windstorm and Tornado In- 
surance, 317 
Health Conservation, 
Methods of, 154; Results of, 155 
Health Insurance, 
Proposals for, 157; Status of, 160; 
Premium rates for, 176 
Health Policies, 
Monthly benefits under, 177. 
Hull Policies, 
Classification of, 295; Variations in, 
295; Coverage of, 301; Average 
clause in, 309 


Ignition Hazards, 


Kinds of, 232 
Inspection, 
Factors included, 274 


Illness, 
Prevention of, 154 
Insurable Interest, 
Definition of, 235 
Insurance, 

Definition of, 2; A solution of risk 
problem, 15; Dependence upon 
theory of probability, 17; Theory 
of probability applied to economic 


risks, 17; Rating function, 23; 
Underwriting function, 25; Pro- 
tection of life insurance, 38-51; 


Indemnity as an _ essential ele- 
ment of, 40; Contractual obliga- 
tion in, 41; Participating and 
non-participating, 64-66; Dura- 
tion of, 79; Unit of, 112; Fund- 
amental basis, 119; Three impor- 
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tant considerations in, 269. Im- 

portance of various kinds, 318; 

Future possibilities, 319-321; 

Motives in development of, 321; 

Growth of service idea in, 323 
Insurance Broker, 


Possibilities in work of, 324 
Insurance Carriers, 27 
Functions of, 119; Underwriting 


function of, 119; Insurance writ- 
ing function of, 121; Administra- 


tive function of, 123; Executive 
management of, 124; Old line 
company, 124-131; Assessment 
and fraternal insurance, 132— 
140; Government life insurance, 
141-144; Accident and _ health 
insurance, 159-181 
Insurance Companies, 
Protect against indirect fire loss, 
249; War risk insurance, 310 
Insurance Contract, 
Provisions restricting the insured, 
236 


Insurance Fields, 316 
Insurance—Writing Function of, 

Importance of, 121; Methods used 
in, 122; Advertising and, 225 
Creation of a market thru  vol- 
untary cooperation of insured 
groups, 128; Method of recruit- 
ing policy-holders in old line com- 
pany, 127 

Inter-Insurers, 
Work of, 288; One field of, 288 
International Association of Under- 
writers, 175 
Investment, 

Function of life insurance, 46; Two 
main functions of, 47; Building 
and loan associations as an aid 
in, 48; Safety factor, .49; Skilled 
management of, 50; In endow- 
ment insurance, 91 


Law of Negligence, 
Definition of, 184; Development of, 
186; Protection to victim, 199 
Life, 
Stages of, 31 
Life Hazard, 31 
Life Insurance, 
Relation to problem of risk, 31 
Life Insurance Protection, 

Mutuality in life insurance, 38; In- 
demnity in life insurance, 40; 
Contract in, 41; Protection given, 
42; Family protection, 43; Per- 
sonal credit insurance, 44; Busi- 
ness insurance, 45; Saving in- 


INDEX 


surance and investment functions 
of life insurance, 46; Building 
and loan association, 48. 
See also Life Policies and Prem- 
iums 
Life Policies and Premiums, 


Types of contract, 52; Ordinary 
life policy, 52; Calculating the 
premium, 53; American’ expe- 


rience table of mortality, 
Single premium, 56; 
premium, 57; Premiums 
upon average, 57; Level prem- 
ijiums and annual cost, 57; Net 
premiums per $1000 insurance, 
60; Policy reserves and surren- 
der values, 61; Table of reserves 
and surrender value per $1000 
insurance, 63; Dividends, 63; 
Policies issued on two bases, par- 
ticipating and non-participating, 
64; Table of dividends, 66; Modi- 
fication of the ordinary, 68 
Policy, Modifications of 
Ordinary, 

Limited usefulness of life policies, 
68; Value of, 68; Methods of 
paying premiums—limiting the 
number, 70; Limited payment 
policies, 70; Continuous premium 
policy, 71; Terminal reserves on 
policies, 72; Increasing the fre- 
quency of premium payments, 
74; Methods of paying losses— 
lump payments, 75; Income in- 
surance, 77; Instalment and an- 
nuity payments, 78; Duration of 
insurance, 79; Purpose of term 
insurance, 80; Premiums on term 
insurance, 81; Advantages and 
disadvantages of term insurance, 
84; Conversion clause in term in- 
surance, 85; Accentuated accum- 
ulation endowment insurance, 79; 
Comparison of policies—table of 
cost of insurance under different 
policies, 89; Providing for cover- 
age needs, 91; disability clause, 
91 

Life Risks, 

Risk of the individual, 30; 

they are, 31; 


54-56; 
Annual 
based. 


Life the 


What 
Requirements of the 
productive age, 32; Need of old 
age, 34; Protection against, 35; 
Magnitude of, 35; Court Records 

of, 35 

Liability, 
Under accident policies, 
sickness, 166; 
company, 263 


165% Ror 
Payment of by 


INDEX 


Liability Contract, 
Indemnity under, 
Liability Insurance, 
Types of, 182; Liability risk, 184; 
Relation of liability risk to per- 


193 


sonal accident risk, 186; Func- 
tion of, 187; Development of, 
188; Nature and coverage of, 


189; Kinds of, 190; Amount of, 
193; Other liabilities, 194; Term 
of, 194; Premium rates, 194; 
Rate basis of, 195; Underwriting 
reserves, 196; Types of carriers 
writing, 196; State laws on re- 
serve for, 197; Catastrophe haz- 
ard, 198; And workmen’s com- 
pensation, 199 

Liability Insurance Companies, 

Method of risk distribution used 

by, 197 

Limited Risk Policy, 177 

Lloyds Associations, 287 

Lloyds Insurance, 314 

“Loss or Damage by Fire,’’ 


Interpretation of by courts, 245 
Loss Ratios, 

Variations in, 26 
Loss Settlements, 

Lump payment, 75; Income insur- 
ance, 77; Law insurance, 80; 
Endowment insurance—accentu- 
ated income, 87; Procedure to 


be followed by insured, 260; On 
properties having more than one 
policy, 265 


Losses, 
Incidence of, uncertain, 7; Objec- 
tive aspect of distributing, 16; 
Subjective aspect of, 16; Actual 


and expected, variation between, 


26; Persons falling upon, 31; 
Rules for settling, 266 
Losses from Marine Perils, 

Classes of, 304; Total loss, 304; 
Actual total loss, 3805; Partial 
losses, 305 

Manual Rates, 

Basis of, 212; Determination of, 

213 


Manufacturing Risk, 
Arriving at final rate for, 215 
Marine Insurance, 

Marine, Risk, 291; Perils insured 
against, 292; Losses not covered 
by, 298; Persons and _ property 
insured, 295; Hull insurance, 
295; Freight insurance, 296; 
Cargo insurance, 297; Builders 
risk and protection and indem- 
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298; Indefinite: 
ness of, 299; Issuing the con- 
tract, 299; Term of contract, 
3800; Amount of insurance, 302; 
Valuation basis of, 3802; Valued 
policy, 303; Single risk, policies, 
803; Losses covered, 304; Limi- 
tations on loss coverage, 308; 
Rating, 312; Losses included un- 
der, 312; Marine Insurance, Un- 
derwriting, 313; Self insurance 
in, 313 

Marine Insurance Act of Great Brit- 
ain, 

On open or unvalued policies, 303 
Marine Insurance Companies, Work 
of statistical departments, 312 

Marine Insurance Contract, 

Implied warranties in, 296 

Marine Insurance Policy, 

Classes of property insured under, 


nity insurance, 


295; Kinds of, 300; Types of 
losses covered by, 308; Limita- 
tion on loss coverage during war, 
309 
Marine Peril, 
Persons who may be _ insured 


against, 295 
Marine Risk, 
Control of, 292 
Marine Underwriter, 
Liability for losses, 
Massachusetts, 

Adoption of standard fire policy by, 

233; Schedule Z, 213 
Merit Rating, 

Two methods of, 213 
Metropolitan Insurance Company, 
Investigations in sickness, 147 

Moore, F. C., 
Universal Mercantile Schedule, 
Moral Hazard, 
Restriction of, 
Mortality Experience, 

American experience table in mor- 
tality, 54-56; In group insur- 
ance, 114 

Mortgagee, 

Need of protection for, 237; Ways 
of insuring interest in property 
against fire damage, 237; Special 


306 


276 


223 


clause for in fire policy, 239; 
Obligations of, 240 
Mutual Accident Associations, 
Premiums, assessments and claims 
of, 161 


Mutual Companies, 
Types of, 286 
Mutual Sick Benefit Associations, 
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Premiums, assessments and claims 


Of meLos 


National Association of Life Under. 
writers, 324 

National Association of Mutual Cas- 
ualty Companies, 211 

National Board of Fire Underwrit- 
ers, 

Activities of, 229; Development of 

standard policy by, 233 


National Bureau of Casualty and 
Surety Underwriters, 211 
National Convention of Insurance 
Commissioners, 
Adoption of revised standard policy, 
233 


National Council of Workmen’s Com- 
pensation Insurance, 
See National Council on Compensa- 
tion Insurance 
National Council 
Insurance, 212 
National Fire Protection Association, 
Purposes of, 230 
New York, 
Adoption of standard fire policy by, 
233 
New York Schedule, 213 
New York Standard Fire Policy, 
Provision protecting mortgagee, 237 
Non-Participating Insurance Policies, 


on Compensation 


64-66 

Obligations, Accountng policies ap- 
plied to, 33 

Occupations, Classification of for ac- 
cident insurance, 175 

Old Age, Providing for, 91 

Old Line Company, Guarantee of, 
124; Kinds of, 125; Stock Com- 
pany, 125; Mutual Company, 
125s Mixed company, 126; 
Method of underwriting in, 126; 
Method of recruiting policy- 


holders, 127; Advertising in, 
128; Industrial policies of, 129; 
Industrial company, 129-131; 
Comparison of underwriting, as- 
sessment system, with, 132-137 
Open Cargo Policy, Terms of, 297; 
Disadvantage of, 298 
Other Insurance Clause, 
Purpose of, 252 
Over Insurance, 
Where found, 252 
Partial Losses, 
General average, 305; particular 


average, 306 


INDEX 


Participating Insurance Policies, 64— 
66 
Pension Systems, 

Purpose of, 106; Civil War pen- 
sions, 107; Contributory type of, 
108; State and municipal, 108; 
Comparison of Massachusetts 
Commission on Old Age Pensions 
in 1908 and Commission on Pen- 
sions of the City of New York, 


109; Illinois Pension Laws Com- 
mission, 109; Carnegie Founda- 
tion, 110 
Perils of the Sea, 
Definition of, 293 
Personal Accident and Health In- 
surance, 

Nature and extent of, 159; Types 
of carriers writing, 161; Con- 
tract of insurance, 162; Acci- 
dents and Illnesses covered by 
policy, 164; Benefits under, 167; 
Restrictions on benefits, 170; 


Supplementary benefits, 171; Set- 
tlement claims, 172; Accident 
premiums rates, 174; Health in- 
surance premium rates, 176; Ac- 
cident and health underwriting, 
177; Reserves, 180 
Personal Credit Insurance, 44 
Personal Risk, 14 
Physical Hazards, 
Controls of, 224 
Plate *Glass Insurance, 
Policy Contract, 
Intent of, 240 
Policy Reserves, 61 
Premium, 
What it must cover, 21; Life insur- 
ance premiums, 53-61; Methods 
of paying premiums—limiting the 
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number, 70; Continuous prem- 
ium plan, 71; Increasing fre- 
quency of, in life insurance, 74; 


Premiums on term insurance, 81; 
Table of comparison of in differ- 
ent policies, 93; Under group in- 
surance, 112; Grading of, by aga 
at entrance in assessment system 
of insurance, 135; Variable, in 


assessment system of insurance, 
136 
See Workmen’s Compensation In- 


Surance 
Premium Rates, 
Conflagration losses included in, 25 
Productive Age, 
Requirements of, 82 
[PP lee bOliciess 
When issued, 300 


INDEX 


Public Liability Insurance, 
Indemnity under, 191 


Rates, 
Importance of equity in, 24 
Rates, Fire Insurance, 

Classification of, 270; Minimum de- 
fined, 270; Specific, 271; Judg- 
ment rates, 272; Specific, how ob- 
tained, 273; Criticism of, 282; 
Possibility of actuarial basis for, 
282 

Rating, 
Purpose of, 23 
Rating Associations, 
Work of, 272 
Rating, Marine Insurance, 
Product of underwriting judgment, 


312; An individual matter, 313 
Rating Schedule, 
Purpose of, 276; Value to inspec- 


tor, 276 
Rating Structure, 

Tests for, 269 
Reciprocal Exchanges, 217 
Reciprocal Underwriters, 

See Inter-Insurers 
Registered Mail and Parcel Post In- 

surance, 317 
Rehabilitation, 

Work being done in, 
Rent Insurance, 249 
Reserves, Policy, 61 
Richards, E. G., 

Experience Grading 

Schedule, 282 
Risk, 
As contrasted with catastrophe, 2; 
Consequences of, 3; To persons, 
8; To property, 8; To business 
enterprise, 9 
Risk and Insurance, 
Nature of, 1; Source of economic 
risk, 4; Consequences of risk, 
7; Solution of risk problem, 9; 
Risk control, 10 
Risk Control, 9 
Risk Distribution, 

Problem of, 286 
Ross, A. W., 

Inspection work in Canada, 275 


154 


and Rating 


Salvage Charges, 
What they represent, 306 
Schedule Rating, 214; 255 
Soldiers and Sailors Insurance, 
Educational effect of, 135; Estab- 
lishment of, 142 
Self Insurance, 215 
Sprinkler Lease Insurance, 250 
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State Funds, 216 
Steam Boiler Insurance, 192 
Stock Companies, 
As writers of workmen’s compen- 
sation insurance, 216 
Stock Companies, Fire, 
Agency departments of, 288; Work 


of general agent, 288; Local 
agent work of, 289 
*‘Sue and Labor’’ Clause, 


In marine insurance contracts, 307 
Surety and Fidelity Bonding, 317 
Surrender Value, 62 

Reserves and surrender values per 

$1000 insurance, 63 


Team Insurance, 192 
Technical Basis of Fire Insurance, 
Purpose of, 269; Fire insurance 
rating, 269; Kinds of rates, 270; 
Rate making processes, 272; Rat- 
ing schedules in use, 276; Anal- 
ytic schedule, 276; Universal 
Mercantile Schedule, 277; Statis- 
tical background of fire’ insur- 
ance rates, 281; Underwriting in 
Fire Insurance, 283; Use of fire 


maps, 284; Limiting liability as- 
sumed, 285; Kinds of fire insur- 
ance carriers, 286; Companies, 


agents and brokers, 288 
Term Insurance, 

Purpose of, 80; Premiums on, 81: 
Differences between whole life in- 
surance and, 81-84; Table of 
terminal reserves per $1000, 83; 
Advantages and disadvantages of, 
84; Conversion clause in, 85 

Three-fourths Loss Clause, 

Purpose of, 253 

Three-fourths Value Clause, 
Purpose of, 253 
Theory of Probability, 

Applied to economic risks, 17; Con- 

ditions resting upon, 18 
Title Insurance, 317 
Travelers Insurance Company, 

Receipts of, 160 


Under Insurance, 
Reasons for, 253; Methods of meet- 


ing, 254 
Underwriter, 
Liability under F. P. A. clause, 
309; Exemption under war risk 
clause, 310 


Underwriters’ Association of Canada, 
Inspection work of, 274 
Underwriters’ Laboratories, 
Purpose of, 230 
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Underwriter’s Liability, 

Factors dependent upon, 285 

Underwriting, 

Protiems of, 21; Methods of, in 
old line company, 126; Methods 
of, in assessment system of insur- 
ance, 132; Methods in fraternal 
insurance, 139 

Unemployment, Problem of, 14 
United States Bureau of Labor Sta- 


tistics, 

Accident records, 146; Accidents in 
industry, 152; Compensation 
laws, 203 

United States Public Health Service, 

Work of for health conservation, 

154-155 


United States Steel Corporation, 
Work of in accident prevention, 152 
Universal Mercantile Schedule, 
Basic Consideration of, 277; OCon- 
struction features of, 277; Oc- 
cupancy of building, 278; Fire 
fighting appliances, 278; Expos- 
ure of building, 278; Faults of 
management, 278; Illustration of 
determining a rate, 279; Charac- 
teristic feature of, 280; Not copy- 
righted, 281 
Use and Occupancy Clause, 249 


War Risk Insurance, 142 
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Workmen’s Compensation, 

Guiding principle of, 200; Early 
legislation, 201; Development in 
United States, 201; Occupations 
excluded, 203; Basie theory of, 
205; Scale of, 205; Medical bene- 
fits under, 205; Periodic pay- 
ments, 206; Disability payments 
under, 207; In non-fatal acci- 
dents, 207; Methods of settle- 
ment, 208; Laws determining, 
210 

Workmen’s Compensation Insurance, 

Insurance risk, 200; Development 
of, 200; Responsibilities under, 
200; Coverage of laws, 201; Al- 
ternative remedies, 202; Indus- 
tries covered, 204; Benefits and 
beneficiaries, 205; Restrictions on 
benefits, 206; Administration of 
compensation acts, 208; 
pared with employes’ liability, 
209; Standard policy for, 209; 
Rate making, 210; State super- 
vision over rating, 212; Compen- 
sation underwriting, 215; Insur- 
ance carriers, 215; Advantages 
of, “210 

Workmen’s Compensation 
and Information Bureau. See 
National Council on Workmen’s 
Compensation Insurance 
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